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Message from the President 
Co the Members 


The passing of the year 1940 leaves me with 
mixed emotions. We have been blessed in many 
ways, but cannot remain untroubled by happen- 
ings in other parts of the world and by the great 
question as to what will transpire in the year 
1941. I know that each one of us is prepared 
to devote himself unflinchingly to any task in 
the line of duty that he may be called upon to 
perform. 


During the past year the accounting profes- 
sion has made notable advances in thought and 
procedure. As in other years, these advances 
were made possible in no small way by members 
of this Society through generous and coopera- 
tive efforts in many fields of endeavor. Your 
unselfish support is gratefully acknowledged, 
and I look forward with pleasure and confidence 
to your continued help and cooperation for the 
benefit of the profession of accountancy. 


I take this opportunity of wishing you a 
Happy and Prosperous New Year on behalf of 
the officers and directors of the Society, and of 
pledging, for them and myself, full support in 
carrying forward the work of this Society dur- 
ing the coming year. 

A. S. FEppDE, 
President. 
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STATE SOCIETY ACTIVITIES 














Calendar of Events 


January 8—Regular Meeting of the 
3oard of Directors. 


January 13—7:45 P. M.—Society 
Meeting. Subject: National De- 


fense and The Accountant. 
Location: Waldorf-Astoria Hotel, 
Lexington Avenue and 49th Street, 
New York City. 

February 13—Regular meeting of 
the Board of Directors. 


Legislation 


At the January 13th meeting of the 
Society, Russell G. Rankin, Chair- 
man of the Committee on Legisla- 
tion, presented the report of the 
Committee as to what course it be- 
lieves the Society should take in the 
matter of legislation during the 1941 
session of the State Legislature. 
This report definitely recommended 
that the Society sponsor no legisla- 
tion in 1941 as had been undertaken 
during the past two years, and that 
the Society should actively oppose 
any legislation similar to the Stein- 
gut Bill if introduced. 

After the reading of the Commit- 
tee’s report, and upon a motion to 
adopt, a lengthy discussion of the 
matter was held. The motion which 
had been regularly made and second- 
ed that the recommendation of the 
Committee be adopted, was voted 
upon favorably, 55 to 44. 

Due to the small number of mem- 
bers present, however, a further mo- 
tion was made and carried that, in 
order to better ascertain the opinion 
of the Society as a whole in the mat- 
ter of accountancy legislation, the 
entire membership be canvassed by 
mail. (By-laws, Article XII, Section 
2). The motion included a provision 
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for submitting the report of the com- 
mittee and short briefs for and 
against the report. This will be pre- 
pared and sent out as soon as 
possible. 


January 13th Meeting 

On the evening of January 13, 
1941, the Society had the pleasure 
of hearing Mr. Leo M. Cherne, 
Executive Secretary of the Research 
Institute ef America, address the 
Society on “The Problem of Na- 
tional Defense as It Affects The 
Accountant’. Mr. Cherne empha- 
sized the extent to which conditions 
of war have changed, and demon- 
strated that modern warfare has 
become a conflict of economies in 
which financial and material re- 
sources are the chief weapons. He 
spoke of the controls which a na- 
tional defense economy inevitably 
saddles upon our business life, and 
outlined the role that can be played 
in such a war time economy by 
public accountants. His comments 
on the subject of the accountants’ 
preoccupation with the problem of 
taxation under our new defense 
economy were particularly interest- 
ing.’ Mr. Cherne stated: 

“Accountants will be faced with 
two conflicting forces in the prac- 
tice of their profession as a result 
of these facts: First, the increased 
and growing national consciousness 
will inevitably result in a more 
severe public attitude toward tax 
avoidance. It is even possible that 
the too-tax-conscious business man 
will not avoid the finger of scorn. 
In a national defense atmosphere the 
layman’s feeling is that he who at- 
tempts to too cleverly reduce his 
tax burden is unpatriotic, and this 
psychology is bound to be acceler- 
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ated. This will be one pull upon 
your activities. The other force in 
the opposite direction will be the 
dire need on the part of many tax- 
payers to minimize their increased 
tax burden if they are to keep their 
heads above water. The trend away 
from the benevolent indifference to 
the tax avoider is not one which 
need be seen through a soothsayer’s 
crystal ball. 


“All of this means more than ever 
that your advice in connection with 
business activity and business ad- 
justments to minimize the tax bur- 
den must have economic justifica- 
tion. And this is just the beginning 
along the road toward the feelings 
that any attempt to reduce tax lia- 
bility may carry with it an unpatri- 
otic flavor.” 


Mr. Cherne was introduced by 
Mr. A. S. Fedde, President of the 
Society, who commented as follows 
upon the importance of the work of 
the public accountant in relation to 
the Nation’s preparedness program: 


“This nation has launched upon 
the creation of a 28 billion dollar 
war preparedness program. The 
President has just presented to Con- 
gress a record-breaking peace-time 
budget calling for defense and non- 
defense expenditures totalling 17% 
billions of dollars. To put into effect 
such a tremendous program for ex- 
tension of our national defense will 
require the greatest possible coor- 
dination of effort on the part of all 
of us. Public accountants as well 
as business executives will be called 
upon to give unstintingly of their 
time and effort to the job that is on 
hand. In successfully creating the 
vast number of ships, arms, muni- 
tions and equipment needed, I am 
particularly mindful of the oppor- 
tunity that lies before the account- 
ing profession to assist our war-time 
industries in paring their costs to 
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the limit and avoiding dollar waste. 
It is of vital importance that the 
nation get the maximum value from 
every dollar invested in National 
Defense, and it is here that account- 
ants can render an essential service 
in aiding the government to receive 
this maximum value. The profes- 
sion will thus be doing its part in 
furthering the National Defense 
program.” 

The balance of the meeting was 
devoted to a discussion of legisla- 
tion, an account of which appears 
above. 


Syracuse Chapter Meeting 


On January 15th a joint meeting 
of the Syracuse Chapter and the 
Syracuse Control of the Controllers 
Institute of America was held at the 
Hotel Syracuse, under the auspices 
of the Society’s Chapter. Those 
present had the pleasure of hearing 
an interesting address by Maurice 
W. Peloubet, Vice President of the 
American Institute of Accountants 
and Chairman of the Society’s Com- 
mittee on Administration of Ac- 
counting Engagements, on the sub- 
ject of “New Concepts of Accounting 
Responsibilities from the Point of 
View of the Accounting Profession”. 
The meeting was presided over by 
Charles F. Carr, President of the 
Syracuse Chapter. 


February Meeting Not Scheduled 


As provided in the By-Laws of 
the Society, the Board of Directors 
has dispensed with the February 
meeting due to the extra heavy pres- 
sure of work on all accountants at 
this time of the year. The regular 
March meeting of the Society is 
scheduled for March 17, 1941. The 
subject to be covered will be an- 
nounced at a later date. 


January 
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State Society Activities 


ee 
Charles Sears McCulloh 


Charles Sears McCulloh, of F. W. 

Lafrentz & Co., nationally promi- 
nent member of the accounting pro- 
fession for the past sixty years, died 
on December 26, 1940. He was in 
his eighty-fifth year. 
_ In 1881 Mr. McCulloh became one 
of the early practitioners of public 
accounting in New York City, re- 
ceiving a certificate of certified pub- 
lic accountant from the State of New 
York in 1901. He was also a certified 
public accountant of New Jersey, 
Pennsylvania, Virginia, Louisiana, 
California, Mississippi and the Dis- 
trict of Columbia. 

Mr. McCulloh became a member 
of the New York State Society of 
Certified Public Accountants in Oc- 
tober 1901. He was a former Vice 
President of that organization, and 
served as chairman and member of 
a number of its important commit- 
tees. In 1903 he was elected to mem- 
bership in the American Institute of 
Accountants. 

In 1909 he was appointed a mem- 
ber of the Board of C.P.A. Exami- 
ners for the State of New York and 
during the fifteen years following, 
served as member, secretary and 
president of that Board, giving gen- 
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erously of his time and thought 
toward the growth and elevation of 
his chosen profession. Many present 
day practitioners had their first con- 
tact with the profession through Mr. 
McCulloh during his years of ser- 
vice on the State Board. Starting 
as a pioneer and early leader in the 
profession, his interest and his ac- 
tivity was continuous up to the last 
year of his life. 

He is survived by his widow and 
a daughter. 


Phoenix Sylvester Franks 


Phoenix Sylvester Franks, a val- 
ued and esteemed member of the 
Society since June, 1930, passed 
away on November 28th, at the age 
of forty-two. He was Vice-Presi- 
dent of G. R. Kinney Co., Inc. 

Mr. Franks was a member of the 
American Institute of Accountants, 
Comptrollers Institute of America, 
and other organizations. 

He is survived by his widow, three 
sons and a daughter. 


In their passing, the Society, as 
well as the profession, has suffered 
a real loss. 
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Wages and Hours 


On December 6, 1940, the Presi- 
dent of the American Institute of 
Accountants submitted to the Ad- 
ministrator of the Wage and Hour 
Division, U. S. Department of La- 
bor, a petition for amendment of 
the recently enacted wage and hour 
regulations with respect to the pres- 
ent salary delimitation of $200. The 
petition asked that accountants actu- 
ally engaged in the practice of their 
profession as employees of independ- 
ent public accountants be exempted 
from the provisions of Sections 6 
and 7 of the Act as “employees em- 
ployed in a bona fide professional 
capacity”, but without the salary 
delimitation now prescribed in para- 
graph (b) of Section 541.3 of the 
regulations. In order to effect this 
result it was suggested that the fol- 
lowing clause be added to the above 
paragraph. 


“ce 


nor in the case of an ac- 
countant actually engaged in the 
practice of accounting as an em- 
ployee of an independent public 
accountant or firm of independent 
public accountants.” 


In order to provide a_ broader 
application of the definition for the 
benefit of other groups who may be 
similarly situated, the following 
alternative was proposed: 


.. nor in the case of a person 
actually engaged in the public 
practice of a profession as an em- 
ployee of an individual or firm 
engaged in the public practice of 
that profession.” 


The following reasons for this pro- 
posed amendment are taken from the 
text of the petition as enumerated 
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therein, but without the supple- 
mentary comments and explanation 
presented by the Institute. The full 
text of this petition appears in the 
January 1941 issue of the JouRNAL 
oF ACCOUNTANCY, and is also avail- 
able in pamphlet form at the office 
of the Institute. 


1. The effect of the present 
salary delimitation of $200 is to 
remove from _ the _ professional 
classification approximately one- 
half of the accountants actually 
engaged in the practice of their 
profession as employees of inde- 
pendent public accountants, who 
would be exempt under the terms 
of the present definition without 
such delimitation. 


2. A distinction should be made 
between accountants actually en- 
gaged in the practice of their 
profession as employees of inde- 
pendent public accountants, whose 
hours of work in a given week 
are largely determined by the de- 
mands of clients, and employees 
employed by industrial, commer- 
cial, institutional, or other organi- 
zations, whose hours of work are 
determined by the employer him- 
self. 


3. The present definition, with 
the salary delimitation, will tend 
to retard the development of the 
profession and curtail the oppor- 
tunity for young men to obtain 
experience and advancement in the 
profession of public accounting, 
and the ultimate result may be 
curtailment of regular employ- 
ment and earning power, which it 
is the declared policy of the act 
to avoid. 


January 
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Professional Comment 


4. Circumstances surrounding 
the public practice of accounting 
merit special consideration. These 
circumstances have not heretofore 
been presented to the adminis- 
trator because the original regula- 
tions did not contain the $200 
delimitation and appeared gener- 
ally satisfactory to the profession. 


In reply to this petition, Philip 
B. Fleming, Administrator of the 
Wage and Hour Division of the 
U. S. Department of Labor, wrote 
the following letter to C. Oliver 
Wellington, President: 


engaged in the public practice af 
that profession’ the question can 
be reopened and such modification 
of the regulations as experience 
has shown to be necessary can be 
made. 

“In applying for an amendment 
to the regulation defining ‘an em- 
ployee employed in a bona fide... 
professional . . . capacity’ you re- 
serve the right to contest the ap- 
plicability of the Fair-Labor- 
Standards Act to any employee of 
a practicing public accountant. It 
has been and still is the position of 
the Wage and Hour Division that 





“This will acknowledge the re- 
ceipt of the petition of the Ameri- 
can Institute of Accountants for a 
reconsideration of the definition of 
“professional” contained in section 
541.3 of part 541 of our regulations. 
“T have given careful considera- 
tion to the reasons you have ad- 
vanced for exemption from the sal- 
ary requirement of ‘not less than 
$200 per month’ for accountants 
actually engaged in the practice of 
their profession as employees of 
independent public accountants. 
You advance as reasons for the 
elimination of the salary test the 
seasonality of employment char- 
acteristic of public accounting, the 
salary scale which prevails among 
public accountants, and the train- 
ing required for accountants, as 
well as the possibility that the 
recognition of accounting as a pro- 
fession will be endangered if the 
method of payment is changed as 
a result of the regulations from an 
annual salary to an hourly basis. 
“These reasons do not appear to 
justify a modification of the regu- 
lations at this time. If experience 
under the regulations demon- 
strates a need for the extension of 
the special proviso in subsection 
(b) of section 541.3 to ‘a person 
actually engaged in the public 
practice of a profession as an em- 
ployee of an individual or firm 
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if the report or audit made by an 
accountant is mailed or shipped in 
interstate commerce by the ac- 
countant, his employer, or by the 
establishment for which the report 
or audit is made, the accountant in 
question is engaged in commerce 
within the meaning of Section 
3 (i) of the Act.” 


Securities and Exchange Commis- 
sion Accounting Releases 
Nos. 19 and 20 


On pages 274 to 278 of this issue 
will be found the full text of the two 
latest accounting series releases 
published by The Securities and 
Exchange Commission. 

Release No. 19 contains in sum- 
mary form the findings and con- 
clusions of the Commission in the 
matter of McKesson and Robbins, 
Inc., and is in fact a brief of the 501 
page report recently issued by the 
S.E.C. based on hearings and in- 
vestigations started by the Commis- 
sion in December, 1938. The com- 
plete report can be obtained from 
the Superintendent of Documents, 
Washington, D. C., price 60 cents. 

Release No. 20 deals with the 
adoption of an amendment to Note 5 
of Rule 12-16 of Regulation S-X, 
clarifying the information required 
as to aggregate amount of rentals or 
an accrual basis. 
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Professional Opinion on 
Accounting Problems 


In the December issue this depart- 
ment called attention to an article en- 
titled “The Financial Statement of the 
Future”, contained in Dun’s REVIEW 
for November, 1940, This article sum- 
marized the partial results of a survey 
undertaken by Roy A. Foulke, Mana- 
ger of the Specialized Report Depart- 
ment of Dun & Bradstreet, Inc., with 
respect to professional opinion on cer- 
tain accounting conventions and prob- 
lems of a selected group of business 
and professional men. These individu- 


Professional Opinions on Ei 


als were sent sixteen questions which 
sought to determine the probable char- 
acter of financial statements of future 
years. 

Inasmuch as these questions are of 
particular interest to accountants, an- 
swers to the first eight were published 
in these pages last month. Reproduced 
below are the eight questions and an- 
swers comprising the second group, as 
they appeared in the December issue of 
Dun’s Review. The results of the 
complete survey will be published in 
January by Dun & Bradstreet in book- 
let form, copies of which will be avail- 
able upon request. 


ght Accounting Problems 


in Balance Sheet and Certificate Treatment 


Should every investment item (but not in- 
cluding immediately marketable securities) be 
broken down in the balance sheet or in its 
footnotes, to show: 


C. Per cent of ownership, where invest- 
PRE G8 1 A CHOEIIAT YS o.oo sce dic casas seseees 
Should the accountant examine each year 
the terms of an indenture and point out 
whether the terms are being complied with?. 
Where an indenture creates a lien on a 
fixed or other asset, should this fact be dis- 


Should the accountant report as a current 
liability that portion of a funded debt which 
is due and payable within one year and for 
which no sinking fund provision has been 
MRIEIOT oe aicta ws 448 widfovera 6 ath Bin io e'o ie srs 0.60 Sisters 

Should there be a more uniform practice in 
charging items to the profit and loss account 


Should the certificate state in detail the 
scope of work done, so that it discloses all 
limitations of an accounting engagement or 


If an accountant should disclose all limita- 
tions in carrying out an assignment, should 
this be accomplished by having a check list of 


Should the responsibility of the accountant 
be solely to the group which hired him or 
should there be a wider and more funda- 
mental responsibility to the broad public 
good?....(“Yes” means “to public good”)... 
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——-PER CENT ANSWERING “YES’—— 
Corporation Mercantile 


Bankers Treasurers Credit Men Accountants 
91 75 87 78 
95 86 94 86 
98 90 94 90 
97 97 98 98 
98 96 99 97 
99 92 95 91 
92 87 87 91 
98 89 95 70 
87 74 88 30 
64 50 60 69 
92 84 90 80 
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New Bank Confirmation Form 


Special committees of the Ameri- 
can Institute of Accountants and 
the National Association of Bank 
Auditors and Controllers have re- 
cently cooperated in the issuance of 
a new standard bank confirmation 
form known as Standard Bank Con- 
firmation Form-1940, which is different 
from the old one used since 1933. 
The new form is intended to satisfs 
the need on the part of accountants 
for additional information from 
banks, and make it as convenient as 
possible for the latter to furnish such 
information as is essential to audi- 
tors. The following excerpts are 
quoted from the Institute’s letter 
which accompanied the distribution 
of the new form to its members: 


“Committees of the National 
Association of Bank Auditors and 
Comptrollers and of the American 
Institute of Accountants have 
been working on changes in the 
standard bank confirmation form 
of 1933 to permit its universal ac- 
ceptance by both accountants and 
bankers.” 


“On the one hand, some ac- 
countants have felt a definite need 
for additional information to be 
requested from the banks or have 
had objections to certain word- 
ings. On the other hand, some 
banks have believed it unsatisfac- 
tory to have differences in the con- 
firmation requests since the im- 
plications of any changes from the 
standard form were not clear. The 
banks point out that the increasing 
use of a second request at a date 
different from the audit date, the 
increasing amount of instalment 
paper in the small loan and dis- 
count classifications, together with 
sundry requests for other informa- 
tion, have made the filling out of 
requests for confirmation an in- 
creasingly onerous task. They 
appreciate that the accountant 
must have independent informa- 
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tion from the bank on all impor- 
tant matters if the audit procedure 
is to be effective, and banks, as 
one of the greatest beneficiaries of 
better auditing, are anxious to co- 
operate in every reasonable 
way... 

“The two committees have also 
agreed with respect to the hand- 
ling of certain matters not in- 
cluded in the confirmation form as 
follows: 


“(1) Duplicate deposit tickets. 
The banks point out that for vari- 
ous reasons arising from the inter- 
nal routine of bank operations the 
information on duplicate deposit 
tickets is not of sufficient impor- 
tance to justify the work which 
banks must undertake in answer- 
ing requests for such duplicate 
tickets. They ask, and the request 
seems reasonable to the Institute’s 
committee, that accountants desir- 
ing information about duplicate 
deposit slips prepare the slips and 
send them to the banks for check. 


“(2) Where the accountants de- 
sire information as to items given 
to the banks for collection, a list 
of such collection items should be 
submitted to the banks for check. 


“(3) If an accountant desires a 
confirmation of a bank balance at 
a date other than the audit date, 
when a complete confirmation 
blank is or has been requested for 
the audit date, the banks have felt 
that it is unreasonable to be asked 
to fill out the complete confirma- 
tion blank unless for some reason 
more than the cash information is 
desired. Accordingly, there has 
been prepared for such special re- 
quests a second form (standard 
bank confirmation 1940-A) which 
asks only for information on the 
bank balance. 

“The American Institute of Ac- 
countants will not copyright the 
new forms. Accountants, there- 
fore, are free to order this blank 
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from any source. The American 
Institute Publishing Company 
will, as in the past, be prepared to 
furnish blanks properly imprinted 
with the accountant’s name at a 
price of $1 per hundred, plus the 
cost of imprinting the accountant’s 
name, which decreases as_ the 
number of copies ordered in- 
creases .... 

“Tf any adaptation of the stand- 
ard form is independentlyprinted, 
no matter how slight the changes, 
the legend ‘Approved 1940 by 
American Institute of Accountants 

-National Association of Bank 
Auditors and Comptrollers’ should, 
of course, be omitted.” 


Accounting Research Bulletin 


The Committee on Terminology 
of the American Institute of Ac- 
countants, of which Messrs. George 
O. May and Victor H. Stempf of this 
Society are members, issued two 
reports during the past year which 
should be of interest to all account- 
ants. These reports are now avail- 
able in ACCOUNTING RESEARCH BULLE- 
TIN No. 7, issued by the Institute’s 
Committee on Accounting Proce- 
dure, and available at the office of the 
Institute, 13 East 41st Street, New 
York,—price ten cents. 


Practicing Law Institute 
Tax Courses for 1941 


Beginning January 27, 1941, a 
series of 7 lectures on the new Ex- 
cess Profits Tax law will be given 
Monday evenings by the Practicing 
Law Institute. J. S. Seidman, member 
of the Society’s Committee on Fed- 
eral Taxation, and Howe P. Cochran, 
attorney, will conduct the course, 
which will cover problems in con- 
nection with excess profits taxes as 
invested capital, income and the 
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earnings method, the exchange pro- 
visions, and the preparation of 
returns. 

Commencing Wednesday, Febru- 
ary 19th, Mr. Cochran will also con- 
duct his 16 session course on Tax 
Practice & Procedure. 

A new course on New York City 
and State Miscellaneous Taxes will 
be given by Stanley B. Tunick on 
Thursday evenings beginning Feb- 
ruary 13th. Mr. Tunick is Vice- 
Chairman of the Society’s Commit- 
tee on Municipal & Local Taxation. 

A booklet describing the courses 
in detail is available at the offices 
of the Practising Law Institute, 150 
Broadway, or the headquarters of 
the Society, 15 East 41st Street, New 
York City. 


Publications Received 


CoRPORATE FINANCIAL STATEMENTS— 
Proceedings of the Accounting 
Institute, 1940—Edited by Roy B. 
Kester and Howell A. Ingraham.— 
Columbia University Press, New 
York, 1940—167 pages—$2.00 
This volume contains the papers 

and proceedings of the 1940 Account- 

ing Institute, which was sponsored 
by the Department of Accounting of 
the Columbia University School of Busi- 
ness, and held under the direction of 

Roy B. Kester, C.P.A., Professor of 

Accounting of Columbia University. 

The papers presented fall into the fol- 

lowing four categories, which form 

the principal divisions of the book: 

Financial Statements for the Use of 

Management, Financial Statements as 

a Basis for Credit, Financial State- 

ments for Business and Investors, Fi- 

nancial Statements to Service Public 

Purposes. Several members of the So- 

ciety took part in the proceedings as 

discussion leaders, and their comments 
are published together with the papers. 
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Elections 


FEDERAL TAX HANDBOOK 

1940-1941 
By Robert H. Montgomery, C.P.A. 
Ronald Press Co., New York, 1940 
2331 pages—II Vols.—$17.50 

This is the most recent edition of 
Col. Montgomery’s Tax Handbook, 
which has been issued regularly 
since 1917, and which contains a 
vast amount of tax material which 
has not heretofore appeared in these 
volumes. 


YouR CorPorRATION TAX— 

1941 Edition 

3y J. K. Lasser, C.P.A. 
Simon & Schuster, New York, 1941 
127 pages—$1.00 

Mr. Lasser, a member of the So- 
ciety, is also the author of the com- 
panion publication recently issued, 
Your Income Tax. Dealing solely with 
corporation taxes, this publication 
contains many valuable guides for 


the taxpayer in assisting him pre- 

pare his company for the new law. 

The Excess Profits Tax of 1940 is 

fully treated. 

AUDITS AND ExAMINATIONS—A Text- 
book on Accountancy. By Christian 
Oehler, C.P.A.—Fordham Universi- 
ty Press, New York, 1940 — 386 
pages — $4.00. 





This book is written as a textbook on 
auditing and examination procedure, 
and is designed for students who have 
had a solid foundation in accounting 
theory. For this reason it does not take 
up detailed questions of accounting 
theory, but is concerned with the prob- 
lems of actual procedure; emphasis is 
placed on the practical aspects of what 
to do rather than why it is done. The 
material used in this volume has been 
tested in classes conducted by the author 
since 1930 at Fordham University, and 
checked with the actual procedures used 
today by several of the larger firms. 
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The following paper was presented at the special technical meeting held 
under the direction of the Committee on Mining and Smelting Accounting 
on the evening of April 17, 1940, at the Engineering Auditorium, 29 West 


39th Street, New York City. 
sided. 


Mr. Crawford Cook Halsey, Chairman, pre- 


Inventories of Nonferrous Metal Mines, Smelters and Refineries 
By Epwarp G. Carson, C.P.A. 


HE word ferrous is defined as 

being of or pertaining to iron. 
Nonferrous metals are characterized 
generally by good electrical con- 
ductivity, malleability, long wear 
and resistance to the elements. 
While commercially there may be 
variations in the characteristics of 
refined metal produced by different 
refineries or processes, basically non- 
ferrous metals are homogeneous. 
Consequently, a nonferrous metal 
may be legally definable, under cer- 
tain conditions, as fungible. Refined 
productions from the plants of many 
different companies may be used to 
make acceptable deliveries against 
sales through Commodity Exchange, 
Inc., and considerable direct trading 
between buyer and seller is done on 
the basis of characteristics rather 
than trade brands. 

Since the metal content is the 
chief value component of ores or 
concentrates, the determination of 
the worth of such unrefined mate- 
rials cannot be based solely upon 
“count, weight or measurement”. 
The determination of commercial 
value of ores and concentrates re- 
quires assaying and the recognition 
of the ccsts necessary to refine such 
materials into metals. Metal content 
alone is not the important factor 
with respect to value; rather it is 
the economic recoverability and 
salability of such metal content. The 
presence in ore of a secondary me- 
tal in addition to the primary metal, 
instead of adding to the value, may 
detract from it because the cost of 
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separating the secondary metal may 
be greater than its commercial 
worth. 

Improvements in markets or in 
transportation facilities or in meth- 
ods of extraction or processing have 
resulted in making of value ores 
which previously were worthless. 

Obsolescence of nonferrous me- 
tals may be considered only in the 
very broadest sense. Nonferrous 
metals do not rapidly deteriorate, 
nor are they subject to frequent 
style changes, although there have 
been substitutions in the use of other 
materials for metals and of one metal 
for another. There have also been 
significant increases in productions 
of nonferrous metals by various 
countries which undoubtedly have 
had and will continue to have an ef- 
fect upon values in other countries. 
However, copper, lead and zinc have 
been valuable and useful throughout 
the world for centuries, and may 
be expected to continue to be valu- 
able and useful for a long time to 
come. 


Physical Control and Tests 


Mines: The metal content of a 
mine may be considered as a store 
of metallic raw materials. The transi- 
tion from fixed asset to inventory 
commences when the first develop- 
ment work is done. 

Physical conditions and mining 
methods determine how ore bodies 
shall be broken. Sometimes very 
large areas are broken by explosives 
at one time, the resulting ore being 


251 











The New York Certified Public Accountant 


drawn off into lower levels and 
raised to the surface over long pe- 
riods of time. In other instances rela- 
tively small areas are broken down 
from time to time. 

These varying conditions raise a 
question as to when an inventory or 
ore is in fact produced. It is fre- 
quently considered that an inven- 
tory of ore comes into existence 
when it is brought to the surface. 
This procedure is based upon the 
fact that ordinarily it is impractica- 
ble to weigh such broken ore as may 
be below ground, even though the 
quantities of such ore may vary 
widely under different circumstances. 

In those instances where a reduc- 
tion mill is operated in conjunction 
with a mine the quantity of ore 
brought to the surface is ordinarily 
predicated upon the capacity of the 
mill, with the result that normally 
no greater quantities of ores are ac- 
cumulated above ground than are 
required for an orderly and economi- 
cal milling operation. It is also usual 
for mining companies to ship mill 
production at regular intervals and 
in regular quantities. Consequently, 
the inventories of concentrates at a 
mill are rarely very substantial. It 
is, of course, possible that at times 
conditions may be such that abnor- 
mal quantities of ores may be ac- 
cumulated. Under unfavorable trans- 
portation or marketing conditions 
abnormal quantities of concentrates 
may be accumulated. Such condi- 
tions, however, are probably the ex- 
ception rather than the rule. 

Ores are usually weighed and as- 
sayed when brought to the sur- 
face, and concentrates are usually 
weighed and assayed upon produc- 
tion. It is extremely rare, however, 
for unmilled ores or unshipped con- 
centrates at a balance sheet date to 
be weighed and assayed. As will be 
mentioned later herein, many min- 
ing companies disregard in their ac- 
counts the inventories of ores un- 
milled. 
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The financial accounting records 
of a mining company are probably 
less helpful in disclosing inefficiency 
or irregularities than is ordinarily 
the case in manufacturing or trad- 
ing enterprises. Increases in costs in 
manufacturing or trading organiza- 
tions may frequently be substanti- 
ated by increased purchase prices, 
labor rates, etc. In a mining opera- 
tion, fluctuations in costs of extrac- 
tion, maintenance, development and 
milling may be due primarily to 
physical conditions. Consequently, 
the determination of whether such 
fluctuations indicate inefficiency or 
irregularities requires engineering 
skill and familiarity with the ore 
occurrences in various sections of 
the mine, methods of extraction, 
crushing and milling, etc., etc. 

Theft of metallic materials from a 
mining company is by no means 
rare. The October 1939 issue of the 
ENGINEERING AND MINING JOURNAL 
contains an editorial referring to 
thefts of amalgam at a _ western 
mine, and the December 1939 and 
January 1940 issues of that JoURNAL 
contain articles by T. A. Rickard on 
ore theft. 

The best protection against theft 
of metallic materials at a mine would 
appear to be a good system of in- 
ternal check and control coupled 
with a proper guard system. The 
system of internal check would in- 
clude, where practicable, enforced 
vacations by employees in positions 
to readily acquire materials of sub- 
stantial value, occasional shifting of 
positions, etc. If improper diversions 
of materials were being made regu- 
larly by a dishonest employee the 
condition might be brought to light 
by improved apparent results during 
the enforced vacation or the inter- 
change of positions. The guard sys- 
tem might include provision for ex- 
amination of men at the change 
house. 

Ordinarily the independent public 
accountant would not be qualified to 
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form an opinion as to the propriety 
of the concentration ratio or the 
quantity of metal contained in mill 
tailings. He could and _ probably 
should seek explanations from re- 
sponsible officials as to variations in 
percentages of recovery, apparent 
increases in metal losses, etc., but it 
would scarcely be within his pro- 
vince ordinarily to take ore samples 
to independent laboratories for the 
purpose of determining whether re- 
coveries were or were not reason- 
able. 

In those instances in which rela- 
tively small or no valuation is re- 
flected in the accounts for ores on 
hand or in process at the mill, the 
independent auditor’s principal con- 
cern would appear to relate to the 
possibility that abnormal quantities 
had in fact been accumulated. 

It may sometimes be found that 
substantial quantities of ores or con- 
centrates are stored at a mine and 
recorded in the accounts. This con- 
dition would ordinarily give rise to 
the suspicion that such material 
could not be sold profitably at cur- 
rent market quotations. Frequently 
mines cannot be shut down and re- 
opened without incurring substan- 
tial expense. Consequently, during 
periods of depression it may be con- 
sidered less expensive to continue 
mining operations upon a minimum 
extraction basis than to shut down 
the property altogether. Even under 
such conditions it is quite unlikely 
that ore or concentrates would be 
stored at the mine. Rather, the ma- 
terial would be shipped to a smelter. 
If the mining company was financi- 
ally in a position to carry substantial 
inventories for a period of time, it 
would probably be more likely to 
carry such inventories in the form 
of refined metals than in ores and 
concentrates. 

Even though the accountant is not 
an appraiser, assayer or valuation 
expert, it would seem that he might 
gain valuable information without 
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the excessive expenditure of time by 
looking at the inventories of ores at 
a mine. 

The foregoing is not intended to 
imply that in those cases where a 
mining company operates a number 
of mines in scattered locations the 
independent auditor must visit every 
location during every year, or that 
such visits as he does make should 
necessarily be at the balance sheet 
date. It would seem sufficient to 
include as part of each audit visits to 
the more important locations. Oc- 
casionally, but not necessarily every 
year, visits should be made to less 
important mines in the group. 


Smelters and Refineries: The in- 
ventories of ores, concentrates and 
other smelting materials on hand at 
a smelter are rarely sampled and 
assayed at a specific date for the pur- 
pose of proving the correctness of 
the metallurgical accounting rec- 
ords, which reflect not only total 
tons but also metal contents. Or- 
dinarily the cost of making such 
complete analysis (which would 
necessitate complete cessation of 
operations for a period of time) 
would not be warranted by the addi- 
tional assurance gained thereby. 
Efficient smelter managements are 
constantly alert to the possibilities 
of errors arising in records of in- 
ventories of smelting materials. 

Whether purchased from outside 
mining companies or shipped from 
mines affiliated with the smelter, all 
smelting materials are customarily 
sampled and assayed upon receipt 
at the smelter. From that point on 
the basic procedures necessary to 
warrant reasonable assurance as to 
the integrity of inventory records 
would include the following: 

1. Individual lots of intake 
which are separately sampled and 
assayed should, where practicable, 
be kept intact and not mixed with 
other lots. This procedure would 
be influenced by the smelter’s 
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storage facilities, varying rates of 
intakes, mixing requirements, etc. 


2. In those instances in which 
conditions make necessary or 
desirable the mixing of different 
lots upon intake, such mixes 
should include as few individual 
lots as practicable. 


3. To the greatest extent pos- 
sible, ores, concentrates, etc. 
should be moved into the smelter 
upon a “first-in, first-out” basis, 
and accumulations of a number of 
partly used lots should be dis- 
couraged. 


Practical operating conditions 
will frequently result in making 
difficult of application one or more 
of the aforementioned desirable pro- 
cedures. Economical smelting oper- 
ations usually require the mixing or 
blending of materials of varying 
characteristics so that certain intake 
occasionally may have to be placed 
aside until other intake with com- 
pensating ingredients has been re- 
ceived. The charge put into the 
furnace is almost always a blend of 
different material. Such materials 
are frequently placed in layers in 
smelter beds from which slices are 
taken to charge the furnaces. 

In periods of abnormal activity 
storage facilities may be taxed so 
that mixing in ore bins of materials 
with varying contents may be neces- 
sary. These varying conditions re- 
quire careful consideration and con- 
stant attention by the management 
in order that operating records may 
not be distorted. If various lots of 
intakes cannot be segregated and 
subjected to clean “cut-offs”, then it 
may be necessary to sample and 
assay the portions thereof moved to 
smelter beds or into the smelter. 
When reasonable computations may 
not be made without sampling and 
assaying, then sampling and assay- 
ing should be done. 

Ordinarily the quantities of ores, 
concentrates, secondaries, and other 
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smelting materials on hand at a 
smelter are watched carefully by the 
superintendent and other responsible 
employees. At intervals (sometimes 
each day) the physical quantities in 
the bins, beds, piles, etc. are com- 
pared with the metallurgical records, 
Such comparison is, of course, made 
merely upon the basis of observation 
of the physical quantities, although 
the bins are frequently so marked or 
notched as to indicate approximately 
the tonnage at various levels and 
beds or piles may be measured. 

The constant surveillance of phys- 
ical quantities is supplemented at 
some smelters at least once a year 
by a carefully planned “physical” 
inventory. In order to make this in- 
ventory as free as possible from er- 
ror, plans are made some time in ad- 
vance. To the greatest extent prac- 
ticable bins are cleaned out, indivi- 
dual lots of intake kept intact, smel- 
ter beds reduced to a minimum, and 
in general efforts made to have all 
materials in the best possible order 
for inventorying. A desirable proce- 
dure frequently followed on the date 
chosen for the inventory is to have 
two or more persons or groups of 
persons independently estimate the 
quantities, all differences being re- 
checked. It should be noted, how- 
ever, that this procedure does not 
contemplate actual weighing, samp- 
ling and assaying of materials. 

While in most cases there is no 
“low point” in smelter inventories 
during the year, there may be ex- 
ceptional instances wherein climatic 
conditions, smoke, fume problems or 
other conditions may result in in- 
ventories being lower than normal 
during certain times. Such periods 
obviously would be the most desir- 
able during which to clean house and 
make checks of the physical inven- 
tories. The problems with respect to 
the physical control and safeguard- 
ing of unsmelted materials at a smel- 
ter are similar to those present in 
the case of mines. While the pos- 
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sibility of theft would seem to be 
present in the case of any metallic 
materials, the danger would un- 
doubtedly be greater with respect to 
materials containing the precious 
metals. The fact that smelters (par- 
ticularly those doing a custom busi- 
ness) ordinarily receive many dif- 
ferent types of materials with vary- 
ing contents and values requires the 
most careful supervision and watch- 
fulness on the part of management 
for assurance that no improper 
diversions were made. 

It was once discovered by a smel- 
ter management that the samples of 
a particular shipper’s materials were 
being “salted.” Upon investigation, 
it was found that three of the smel- 
ter’s employees were involved, one 
on each of the three shifts. 

Ordinarily, the procedures fol- 
lowed in checking stocks at a re- 
finery come closer to meeting the re- 
quirements for description as a 
“physical” inventory than is the case 
with respect to unsmelted stocks. 
This difference is attributable in 
part to the facts that the refinery or- 
dinarily deals with smaller units, 
such as blister, shapes, anodes, 
cathodes, refined metal bars, etc., as 
compared with the smelter’s car load 
and even ship load lots. Also, blister, 
anodes, etc. have higher and proba- 
bly more consistent percentages of 
metal content than ores and concen- 
trates. 

As in the case of smelters, prepara- 
tions for a physical inventory at a 
refinery are usually started some 
time in advance. Ordinarily ingots, 
pigs and other shapes of refined me- 
tals of similar type do not vary sub- 
stantially in weight. Even if varia- 
tions in weights are encountered, no 
particular difficulty arises in weigh- 
ing and segregating into relatively 
small lots all refined metals over a 
period of time prior to the inventory 
date, and maintaining intact such 
weighed lots. The determination of 
quantities of metals in process at an 
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electrolytic refinery as of a given 
date may be made in several ways. 
One way is to make assays of sam- 
ples of anodes taken over a con- 
siderable period of time prior to the 
inventory date so that at such date 
the contents of the specific anodes in 
solution is known. 

With respect to the precious me- 
tals, it is frequently not too expen- 
sive to cease all operations at a part- 
ing plant on the date chosen for 
physical inventory and to remove 
furnace linings to determine the 
amount of absorption. 

It should be noted that the “phys- 
ical” inventory is sometimes taken 
at different sections of a smelter and 
refinery on different dates during the 
year, none of which necessarily co- 
incides with the end of the fiscal 
year. 

The foregoing is not intended to 
be and cannot be an exhaustive dis- 
cussion of the innumerable prob- 
lems which may be encountered 
in attempting to control and check 
physical inventories at smelters and 
refineries. Each problem must be 
solved upon its own merits. 

Despite the fact that it may be 
argued that the procedures or- 
dinarily followed by smelters in test- 
ing inventories of unsmelted ma- 
terials do not constitute a “physical” 
inventory, there would seem to be 
no good reason why the independent 
public accountant should not supple- 
ment his tests of the accounts and 
records relating to the flow of ma- 
terials to and through the smelter 
by observing such procedures. The 
time spent in making such observa- 
tion would be well warranted by the 
additional assurance gained. 

There would appear to be no 
greater difficulty in testing physical 
quantities of refined metals than in 
testing many manufactured prod- 
ucts. Observation of the procedures 
followed in physically testing smelted 
but unrefined inventories at refineries 
would also seem practicable. Of 
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paramount importance is the neces- 
sity for the independent public ac- 
countant by observation, inquiry and 
test to determine that the manage- 
ment has taken all necessary steps, 
has exercised all care and prudence 
to assure adequate internal control 
and check and to assure metallurgi- 
cal and financial accounting returns 
reflecting fair presentations of the 
inventories. 

As in the case of scattered mines, 
annual visits by the independent 
public accountant to a client com- 
pany’s principal smelters or refin- 
eries and less frequent visits to 
smaller branches would seem ap- 
propriate. 


Valuation of Metallic Inventories 


Ores and Concentrates at Mines: 
As mentioned previously herein, the 
ratio of unmilled ore above ground 
to broken ore below ground fre- 
quently varies considerably. Con- 
sequently, most gold mining com- 
panies and many base metal mining 
companies take the position that it 
is just as logical to consider that 
the mining operation has been com- 
pleted after milling as it would be to 
consider that such completion had 
been reached when ore was raised to 
the surface. 

Those companies which take this 
view omit from the accounts any 
valuation for unmilled ores and ap- 
ply all costs to mill production. 
While greater accuracy would un- 
doubtedly be achieved if portions of 
mining costs relating to broken ore 
below ground could be deferred, 
(either by valuing such broken ore 
or otherwise) practical considera- 
tions frequently prevent such proce- 
dure. However, the practice of de- 
ferring costs of broken ore below 
ground is not unknown. 

So long as it is evident that no 
serious misstatement of operations 


or position results, there can be no 
strong objection to the consistent 
omission of values for unmilled ores, 

In those cases where values are 
carried for ores on hand at a mine 
or in process through the mill, such 
values usually represent cost with- 
out regard to market. Since ores are 
usually sampled and assayed before 
milling, a reasonable estimate of the 
metal content is known. Milling 
costs can be estimated with fair ac- 
curacy as may be smelting and refin- 
ing charges. There would seem, 
therefore, to be no particular reason 
why the rule of valuation at “the 
lower of cost or market” could not be 
applied to ores. 

Mill production on hand at a mine 
or in transit to a smelter may be 
valued on different bases. Gold min- 
ing companies almost invariably 
value mill production at liquidating 
amounts which are based upon the 
market for gold. Since gold is or- 
dinarily the equivalent of money 
there can scarcely be any objection 
to this procedure even when such 
valuation is above cost. 

Base metal mines usually use cost 
or the lower of cost or liquidating 
value based upon market. Since 
liquidating value based on market 
can be fairly accurately estimated 
the latter course would seem prefer- 
able. 

In some instances mining com- 
panies do not sell mill production 
but ship such production to smelters 
under agreements to receive in re- 
turn refined metals. The valuation 
bases under such circumstances are 
discussed later herein under refined 
metals. 

Depletion of nonferrous metal 
mines has received a great deal of 
attention in recent years and was the 
subject of a paper* presented last 
year at a round table discussion 
sponsored by the predecessor com- 


* “Accounting for Nonferrous Metal Mining Properties and Their Depletion” by 
Henry B. Fernald, Maurice E. Peloubet and Lewis M. Norton, published in the August, 


1939 issue of the Journal of Accountancy. 
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mittee on mining and smelting ac- 
counting. 

It is not the purpose of this paper 
to enter into a discussion of the 
propriety of omitting from financial 
statements of mining companies 
recognition of depletion. However, 
if depletion is recognized in the in- 
come account there would seem to 
be good reason for treating such 
depletion as a production cost and in 
consequence including a _ ratable 
proportion thereof in cost of inven- 
tories. Frequently depletion is com- 
puted only upon units of mineral 
sold rather than upon units of 
mineral produced. This procedure 
is probably influenced by the federal 
income tax regulations—(Regula- 
tions 101, Article 23(M)-2). 

When depletion is computed upon 
units of metal sold and there is no 
change in the depletion rate from 
year to year, it might be contended 
that the practice has no effect upon 
net income and, from a balance sheet 
standpoint, merely results in includ- 
ing in the net mine value an amount 
which might otherwise be included 
in inventory. However, it is pos- 
sible for the practice to result in 
overstatement of net income and 
total assets when inventories are 
ostensibly valued at “the lower of 
cost or market.” Cost of inven- 
tories, excluding depletion, may be 
below market at a time when cost 
including depletion is above market. 

Serious distortion of income ac- 
counts can result if depletion 
charged thereto is based upon units 
of production rather than units sold 
but not included in inventories. As 
an extreme illustration this prac- 
tice could result in a depletion 
charge to income during a period 
when there was no income from 
sales. 


Unrefined Materials at Smelters 
and Refineries: In general two val- 
uation methods are followed by 
smelters and refiners, broadly de- 
termined by whether the principal 
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intake is from mines controlled by 
the smelter or refiner or is “cus- 
tom” intake. Custom smelters and 
refiners usually purchase the pro- 
ductions of outside companies upon 
the basis of the market values of 
the constituent metals at or after 
the date of intake less a charge for 
treatment, profit, etc. 

Custom smelters frequently main- 
tain their financial accounting upon 
the “margin” basis in which the 
metals contained in smelting ma- 
terials are set up as inventory at 
the market price used in liquida- 
tion; the difference between such 
valuation and the amount paid the 
miner being credited to an un- 
earned margin account. 

On the other hand smelters, who 
receive the major part of the in- 


take from controlled mines, fre- 
quently recognize metal content 


only in the metallurgical account- 
ing records and not in the financial 
records. In such instances the fi- 
nancial records are maintained upon 
the basis of adding to the mining 
and milling costs the costs of 
smelting and refining, the accumu- 
lated costs being applied to the 
metals produced. 

Under the margin system 
costs of smelting and refining 
applied in effect against the de- 
ferred income represented by the 
margins set up in the first instance. 

As in the case of materials at 
mines, there would seem to be no 
very valid reason why “the lower 
of cost or market” principle could 
not be applied to unrefined mate- 
rials at smelters and refineries. 


Refined Metals: For the pur- 
poses of this discussion “refined 
metals” will include metals in proc- 
ess at a custom smelter or refinery. 
Since each individual metal in cus- 
tom intake is purchased at market, 
the custom smelter’s market risk 
commences immediately upon the 
fixing of price for such intake. 

Frequently, a mine’s ore or con- 
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centrate production contains two or 
more different metals. When such 
production is sold as a unit, there 
is no necessity for allocation of 
costs to such different metals. 
However, in those cases in which 
ores are transferred at cost from 
affliated mines to smelters, or 
where refined metals are returnable 
to a mining company, problems 
arise as to the proper allocation of 
the composite cost to the various 
constituent metals. If mine pro- 
duction contains a primary and a 
secondary metal and such secondary 
metal occurs in relatively small 
quantities, there is ordinarily no 
objection to the valuation of such 
secondary metal at market quota- 
tions with a compensating reduc- 
tion in the aggregate cost, which 
reduced cost is applied to the pri- 
mary metal. On the other hand 
when two or more metals of signifi- 
cant importance are found in the 
same production the valuation at 
market of one or more may result 
in distortion of the value of the 
metal or metals not so valued. 
Generally the most usable method 
of allocation is upon the basis of 
the respective market quotations. 
Income Tax Regulations 101—Art. 
22 (c)—7 provides that a taxpayer 
may with the consent of the Com- 
missioner use allocated cost as a 
basis for pricing inventories pro- 
vided such allocation bears a rea- 
sonable relation to the respective 
selling values of the different kinds 
of products. 

Whether such allocations should 
be made upon the basis of market 
quotations for the month, quarter 
year, half year or full year would 
be influenced somewhat by the con- 
ditions existing, the necessity for 
issuing interim statements, etc. 
Since the most important period of 
time into which an_ enterprise’s 
history of operations is usually split 
is the year it would seem that for 
most purposes allocations of costs 


for the year to production for the 
year on the basis of market quo- 
tations for the year would be an 
acceptable method. In those cases 
in which inventories of refined 
metals are relatively small and rep- 
resent production for a relatively 
short period of time there could 
be no substantial objection to al- 
locating costs upon the basis of 
average market quotations for a 
period of time shorter than the year. 
Probably the most important point 
in this connection is that the meth- 
od of allocation should be followed 
consistently from year to year. 

The decisions of the United 
States Treasury Department with 
respect to valuations of metal in- 
ventories are extremely interesting 
and undoubtedly have had an effect 
upon the corporate practices of 
some companies in the nonferrous 
metal industries. Solicitor’s mem- 
orandum 1373 (C.B. June 1920), law 
opinion 1087 and the interpretation 
of such opinion in G.C.M. 1582 
(C.B. June 1927) contain opinions 
as follows: 


A. The delivery by a mining 
company to a smelting company 
of smelting materials which are 
mixed with products of other 
shippers under an agreement 
whereby the smelting company 
undertakes to return to the mining 
company refined metals consti- 
tutes a sale and not a bailment. 


B. When the mining company 
exchanges its smelting materials 
(ores or concentrates) for the 
obligation of the smelting com- 
pany to return refined metals, it 
has exchanged an inventory for 
an account receivable. Such ac- 
count receivable, however, is re- 
ceivable not in money but in metal 
and should be valued upon the 
basis of the lower of cost or mar- 
ket. However, since there has in 
fact been a change in status, the 
“cost” at this time should be con- 
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sidered as the market value cur- 
rent at the date of the exchange 
of the smelting materials for the 
obligation. 


C. When refined metal be- 
comes available to be applied 
against the obligation of the 


smelter to the mining company 
the acceptance of a sales contract 
applicable to such metal by the 
selling agent (presumably the 
smelting company or independent 
selling agent) and guaranteed by 
the selling agent, the mining com- 
pany may consider that a sale has 
been effected regardless of when 
delivery actually takes place. 


The first two of the aforemen- 
tioned opinions, while probably 
legally sound, evidently are not 


frequently followed for corporate 
accounting purposes. Even though 
the transaction in which ores or con- 
centrates are transferred in con- 
sideration for the promise to deliver 
refined metals, which may or may 
not have been contained in such ores 
and concentrates, may have the legal 
effect of a sale or exchange, it is 
doubtful if many mining companies 
for corporate purposes write up 
costs to amounts based on market 
quotations immediately upon deliv- 
ery of materials to a custom smelter 
or refiner upon a returnable basis. 
The third of the aforementioned 


propositions would seem to have 
considerable weight. Since the 


metal is not physically in the posses- 
sion of the mining company, and the 
selling agent (custom smelter or 
other) guarantees payment by the 
ultimate purchaser, it would seem 
that immediately upon the accept- 
ance by the selling agent of a sales 
contract, the mining company has a 
valid claim against the selling agent. 
However, it is probable that up to 
the time of the actual passing of title 
to the ultimate purchaser the mining 
company retains some measure of 
control over the metal, and under 
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certain circumstances might legally 
be in the position to stop delivery to 
the ultimate purchaser and acquire 
possession of the metal. Also, it is 
unlikely that either the ultimate pur- 
chaser or the selling agent would 
recognize in their accounts the obli- 
gation to the mining company until 
actual passing of title to the ultimate 
purchaser. 

A number of mining companies 
whose productions are treated upon 
a returnable basis, and whose sales 
are made through and guaranteed 
by selling agents, recognize the 
validity of the thought that income 
accrues immediately upon the ac- 
ceptance by the selling agent of a 
contract of sale for future delivery, 
but evidently do not include the 
sales amounts in accounts receiv- 
able. In such instances the item 
is described in the balance sheet as 
representing the sales amount of 
metals sold but deliverable in the 
future. 

Somewhat different reasoning ap- 
plies to the valuation by custom 
smelters of refined metals at selling 
prices. Custom smelters custom- 
arily pay shippers (miners, or other 
sellers of ores) market quotations 
for the metal content of the smelting 
materials purchased, less charges 
for treatment costs, smelting profits, 
etc. In order to avoid the market 
risk in carrying metals and to as- 
sure the smelting profit, custom 
smelters attempt when feasible to 
sell for future delivery metals pur- 
chased in smelting materials. If 
such procedure could be accom- 
plished there would be no difference 
between the “purchase” price of the 
metal contained in materials ac- 
quired and the selling prices of such 
metals. Obviously, the ideal cir- 
cumstances, under which a custom 
smelting organization will have sales 
contracts for all metals produced or 
unproduced, rarely if ever exist. In 
fact, the difficulty of maintaining 
such ideal conditions was probably 
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a leading reason for the adoption by 
custom smelters of the “normal 
stock” method of inventorying. 

Another important point with 
respect to the valuation of nonfer- 
rous metals at selling prices is that 
the cancellation of a metal sales con- 
tract is almost unknown. While oc- 
casionally delivery dates may be de- 
ferred, it is extremely rare that con- 
tracted prices are modified or con- 
tracts canceled altogether. 

In view of all of the foregoing it 
niust be concluded that the valuation 
at selling prices of metals against 
which exist firm sales contracts for 
future delivery is an accepted prin- 
ciple of accounting in the nonferrous 
metal industry. 

The production (ores, concen- 
trates, precipitates, etc.) of gold min- 
ing companies almost invariably is 
valued at net liquidating amount, 
and the profit thereon reflected in in- 
come account, regardless of whether 
or not such production has been 
shipped to the smelter. Since gold 
is ordinarily the equivalent of money 
and its minting value not subject to 
frequent fluctuations, there would 
seem to be no substantial objection 
to the procedure of gold mining com- 
panies in considering their profits 
earned immediately upon the comple- 
tion of their production processes. 

The “margin” accounting method 
used by custom smelters has the 
effect of separating the results of 
smelting and refining operations 
from the “trading” profits or losses 
representing the difference between 
the market prices used in purchas- 
ing materials for nrocessing and the 
selling prices of the metals pro- 
duced. Under this procedure the 
profits or losses on smelting and 
refining are taken into account 
when refined metals are produced. 

It is possible that at times the 
quantities of metals sold for future 
delivery will be less than the quan- 
tities of refined metals on hand. 
Under such circumstances a proces- 
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sing profit might be taken into in- 
come before the related metals are 
sold. 

However it is probably more 
often the case that sales contract 
quantities cover not only the re- 
fined metals on hand but also part 
of the metais in process. When 
this condition exists it might be 
contended, with respect to “sold’”’ 
metals still in process, that the re- 
lated margin need cover only proc- 
essing costs, and that the processing 
profit might be released to income 
prior to completion of processing 
operations. Since prognostication 
of future costs might be hazardous, 
this procedure is probably not fol- 
lowed by the major custom smelt- 
ing companies. 

When “unsold” refined metals 
exist it might be held that the re- 
leasing to income of the related 
processing profit was a violation of 
the accepted accounting principle 
that no profits may be earned until 
a sale is effected. In effect, how- 
ever, a custom smelter enters into 
two transactions with respect to each 
lot of smelting material purchased. 
The first transaction is an agree- 
ment with the shipper under which 
the smelting company treats the 
shipper’s materials and _ produces 
therefrom refined metals. The sec- 
ond transaction is that the smelting 
company agrees to purchase from 
the shipper such resulting refined 
metal production. In fact, smelting 
contracts are sometimes drawn ex- 
actly upon that basis; that is, the 
smelting company agrees to treat 
the production of the mining com- 
pany, but the mining company re- 
serves the right to sell or not to 
sell the resulting metal production 
to the smelting company. 

Ordinarily the processing profits 
earned by a custom smelter repre- 
sent only a very small percentage 
of the market value of the metals 
produced. 

In view of all of the foregoing 
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there would seem to be no sub- 
stantial objection to the procedure 
under which custom smelters take 
into income profits on processing 
operations on a basis distinct from 
the profits or losses representing 
fluctuations of market quotations of 
metals between the date of intake 
and the date of sale. 

So much has been written re- 
cently about the “last-in, first-out” 
method of determining cost of in- 
ventories that it seems unnecessary 
to enter into a lengthly discussion 
of such method at this time. Non- 
ferrous metal smelters were among 
the earliest users of the “last-in, 
first-out” method and of the “normal 
stock” method. Such _ inventory 
methods are peculiarly appropriate 
to custom smelters and refiners, be- 
cause of the slowness of the pro- 
cesses and because of the fact that 
ordinarily the valuation of the met- 
als is much greater than the treat- 
ment profits realized. A relatively 
small decline in the market quota- 
tions for nonferrous metals between 
the date of intake and the date of 
sale might often be sufficient to com- 
pletely eliminate any treatment 
profit which might have been earned 
by the smelting company. Custom 
smelting companies have long rec- 
ognized that the flow of materials 
through the smelter and refinery 
cannot always be maintained at an 
exactly steady rate, so that it is im- 
practicable to guarantee production 
at specified future dates of all metals 
contained in intakes. Consequently, 
it is usually prudent to maintain 
a certain quantity of unsold or “nor- 
mal” inventory in process. Since 
such quantity is always in process, 
no good purpose would be served by 
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maintaining upon commodity ex- 
changes constant short sales there- 
against. In the long run the ex- 
pense of maintaining such short 
positions upon exchanges would not 
seem warranted by the protection 
afforded thereby. 

When inventories of mining com- 
panies are valued at selling or liqui- 
dating values a question arises as to 
the proper procedure with respect to 
the income account. In some cases 
metals valued at selling prices are 
used to determine cost of sales, and 
in other instances the sales account 
is credited immediately upon the 
transfer of the related metals from 
the “unsold” category to the “sold” 
classification. Since the profit on a 
sale of one unit of metal has no rela- 
tion to the cost of another unit sold, 
there would seem to be little logic 
in the procedure of adjusting cost 
of sales with inventories which have 
been increased to selling price. A 
more reasonable procedure would 
seem to be the inclusion of the sale 
in the accounting period in which 
the profit on such sale is reflected. 

The procedure of adjusting a min- 
ing company’s cost of sales by inven- 
tories carried at selling prices could 
result in serious distortion as be- 
tween accounting periods. Under 
this method, if a substantial inven- 
tory of metal sold but undelivered 
were on hand at a balance sheet 
date, and the selling prices thereof 
included substantial profits, the costs 
of the metals delivered in the ac- 
counting period would be seriously 
reduced. An extreme _ illustration 
would be the case where sales were 
reported with no applicable cost of 
sales. 
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T the special technical meeting held on May 1, 1940, under the direction 

of Chester W. DeMond, Chairman of the Technical Committee on 

Dairy Industry Accounting, the following papers were presented by Mr. 

Louis H. Sherman, Treasurer of the Dellwood Dairy Co., Inc., and Mr. 
Harry L. Camp, a member of the Society. 


Milk Distributors’ Problems in Accounting for Inventories 


and Route Accounts Receivable 
By Louis H. SHERMAN 


I. Inventory Control 


The perishable nature of the com- 
modity dealt in and the consequent 
speed required in its handling, from 
the place of production to the point 
of ultimate distribution, have cre- 
ated for the milk handler difficulties 
in maintaining adequate inventory 
control that are hardly to be found 
in any other industry. The milk 
handler, therefore, must set up a 
type of record which will reflect and 
localize waste and shortages in a 
product that has been disposed of 
long before the inventory record has 
been prepared. The problem is fur- 
ther complicated by the multitude of 
grades, sizes and forms in which the 
product is distributed. We shall 
confine ourselves to a review of the 
problem of the milk distributor, 
omitting the equally important prob- 
lem faced by the country and city 
plant operator 

Let us very briefly review the na- 
ture of the milk distributor’s opera- 
tion. Milk and cream of various 
grades, packaged in various sizes, to- 
gether with other products, are re- 
ceived at a depot which we shall 
refer to as the “ice box”. During 
the early hours of the morning these 
products are distributed to retail 
and wholesale trucks on the basis of 
orders submitted by the route sales- 
men. The route salesmen distribute 
these products to their many cus- 
tomers and return the unsold por- 
tion. The accounts of the route 
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salesmen are charged with the dif- 
ference between merchandise dis- 
tributed to them and merchandise 
returned by them. During the entire 
day merchandise is also being dis- 
tributed to customers by a fleet of 
special delivery trucks maintained 
for the purpose of serving customers 
who require additional merchandise 
after they have been served by the 
route salesmen, and customers who 
cannot, for one reason or another, 
be served during the regular service 
hours of the route salesmen. 

The operation of the ice box may 
be, roughly speaking, divided into 
two parts—the night ice box, whose 
function it is to distribute merchan- 
dise to the route salesmen, and the 
day ice box, whose function it is to 
receive returns from the route sales- 
men. To maintain an inventory rec- 
ord based on the monetary value of 
the products handled would be too 
cumbersome and unworkable be- 
cause of the considerable amount 
of time involved in valuing the vari- 
ous products. For that reason, all 
inventory records are maintained in 
terms of units of each of the prod- 
ucts in their various grades and 
sizes. A separate inventory record 
is maintained for the night ice box 
and for the day ice box. 

Before discussing the nature of 
the inventory record, let us sketchily 
examine the general records main- 
tained in connection with the re- 
ceipt and distribution of merchan- 
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dise. Upon the receipt of merchan- 
dise a receiving record is prepared, 
a copy of which is furnished to the 
inventory clerk. The route sales- 
men submit orders for their require- 
ments to the office, where these or- 
ders are entered upon a_ record 
known as the “loading card”. These 
orders are then given to the night 
ice box and actual truck loading is 
done on the basis of these orders. 
The loading card is used not only 
for the inventory record, but also in 
checking the route salesmen’s daily 
reports When merchandise is re- 
turned by a route salesman to the 
day ice box, the units returned are 
entered on his daily report, and a 
“return slip” is prepared for him 
which is submitted to the inventory 
clerk. These return slips are also 
summarized on a record known as 
the “return card”. Whena customer 
orders merchandise to be delivered 
by a special delivery truck, the or- 
der clerk prepares an order (one 
copy of which is given to the special 
delivery driver entitling him to re- 
ceive the merchandise called for from 
the ice box). Another copy is given 
to the inventory clerk who summa- 
rizes these orders on “Special De- 
livery Recap Sheets,” one for mer- 
chandise taken from the day ice box 
and another for merchandise taken 
from the night ice box. 


Now let us examine the inventory 
record. Taking first the night ice 
box, the inventory record is charged 
with the actual inventory taken over 
from the previous day’s ice box op- 
eration, on the basis of a count cer- 
tified by both the day ice box super- 
visor and the night ice box super- 
visor. The inventory is charged 
with merchandise received from all 
sources. Except for certain compli- 
cations which I have not yet dis- 
cussed, the total of these two items 
represents the amount to be ac- 
counted for by the night ice box. 
The inventory record is then cred- 
ited with the total amount distrib- 
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uted to route salesmen as shown by 
the total of the loading card. It is 
also credited with the total of the 
night ice box special delivery recap 
sheet. and with the actual inventory 
in the ice box at the close of the 
night ice box operation. Again, ex- 
cept for certain other complicating 
features, this represents the total ac- 
tually accounted for. If the inven- 
tory clerk has been very accurate 
and fortunate, the totals to be ac- 
counted for and those actually ac- 
counted for are in agreement. Any 
difference between the two totals 
represents either shortages or over- 
ages in the ice box operation. 

The day ice box inventory record 
is very similar. The inventory rec- 
ord is charged with the actual inven- 
tory taken over from the previous 
night ice box operation, with any 
additional merchandise received, and 
with the total of the returns made 
by route salesmen as shown by the 
total of the return card. It is cred- 
ited with the total of the day ice box 
special delivery recap sheet. and 
with the actual inventory on hand 
at the close of the day ice box oper- 
ation. 

3oth inventory records must be 
completed with the greatest possible 
speed so that shortages may be de- 
termined as soon after the close of 
the operation as possible <A delay 
of only one day may render investi- 
gation and checking almost impos- 
sible. 

I have entirely ignored the ques- 
tion of plant operation that may be 
conducted as an incident to the dis- 
tribution of milk and milk products, 
since that problem can be tter 
covered under the general tonic of 
plant operation rather than d)stri- 
bution. However, in many instaiices, 
the inventory record is further com- 
plicated by the fact that plant opera- 
tions must be taken into account 1 
its preparation. As I have indic.te: 
above, there are many other incidents 
of milk distribution that com) li te 
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the problem of inventory control. 
We can only briefly mention some of 
these. Cash sales must be taken 
into account on the basis of a sum- 
mary prepared by the cashier. Al- 
lowable waste must be clearly de- 
fined and reported on the inventory 
record. This broad item includes 
breakage on delivery trucks, spoil- 
age in the ice box, return of defective 
merchandise by customers, milk and 
milk products distributed gratis to 
employees and others, etc. Credits 
for these items are approved by 
authorized supervisors, and are sum- 
marized by the inventory clerk and 
entered in the waste section of the 
inventory record. 

[ have touched only on the high- 
lights of the problem involved in in- 
ventory control for the milk distrib- 
utor. The records described have 
one basic failing. Even when per- 
fectly balanced they establish only 
that the ice box has satisfactorily ac- 
counted for. the merchandise with 
which it has been entrusted. They 
do not establish that the merchan- 
dise has been properly charged in 
such form as to assure ultimate pay- 
ment. To illustrate: if a case of 
milk is sent to a customer on a 
special delivery truck and the item 
is properly entered on the special 
delivery recap sheet, the inventory 
record will be balanced. But that 
fact does not establish that either the 
route salesman or the customer (as 
the case may be) has been charged 
with the case of milk. For that rea- 
son we have deemed it advisable to 
install an additional record which we 
have referred to as the “24-hour in- 
ventory reconciliation”. In its gen- 
eral form this record is similar to the 
stock records previously discussed. 
However, charges and credits are 
made on the basis of purchases and 
sales actually charged or paid for. 
This record performs the important 
function of proving that not only has 
the ice box satisfactorily accounted for 
its merchandise but that the mer- 
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chandise has been properly charged 
to route salesmen and customers. It 
is apparent that a record of this type 
requires a daily summary of all sales 
records (in terms of units sold) and 
entails an expense which is usually 
justified only in a large operation. 
However, in many cases, the expense 
involved in the maintenance of such 
a record is more than justified by the 
errors which it detects and the result- 
ing reduction in loss from uncharged 
sales and waste. 


II. Route Accounts Receivable 


Accounts receivable arising from 
the distribution of milk and milk 
products on retail and wholesale 
routes are maintained with the route 
salesman rather than with the cus- 
tomer. The route saleman is charged 
with merchandise actually taken out 
by him or delivered for his account 
on special delivery trucks, and is 
credited with merchandise returned 
by him and with allowable waste and 
breakage. The net amount so ob- 
tained represents the route saleman’s 
sales and is charged to his account. 
Obviously, since the route salesman 
may serve as many as 300 cus- 
tomers, it is inexpedient and even 
physically impossible to maintain an 
account with each of these customers. 
The route salesman himself main- 
tains an account book showing de- 
liveries to each customer and pay- 
ments received. Unless regular and 
methodical verifications are made of 
the accounts kept by the route sales- 
man, fraud and neglect are invited. 
Each route salesman is required to 
deposit as security an amount suffi- 
cient to guarantee against misappro- 
priation of funds. In addition there- 
to, the following measures should be 
taken to detect and prevent fraud: 


1. At regular intervals, the route 
salesman’s account book should be 
totalled to determine that the amount 
shown as due from him in the ac- 
counts receivable ledger is actually 
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represented by valid accounts due 
from customers. 


2. The individual accounts in the 
route salesman’s account book must 
be carefully examined to safeguard 
against over-extension of credit, 
and to determine the possible exis- 
tence of “padded accounts”. 


3. Accounts receivable due from 
customers cannot be verified by di- 
rect correspondence because of many 
factors peculiar to the industry. In 
order to verify the validity of the 
accounts in the route salesman’s ac- 
count book, a supervisor should take 
the place of the route salesman or 
accompany him in making collec- 
tions. 


4. The auditor should periodically 
examine and age the accounts in 
each route salesman’s account book. 
This practice will reveal shortages, 
padded accounts and neglect in the 
supervision and checking of the 
route salesmen. 

In aging the route salesman’s ac- 
count book no general formula can 
be established for determining what 
constitutes an overdue account. In 
some territories customers settle on 
a weekly basis; in others, on a 
monthly basis. In some territories 
a long delay in collection of an ac- 


count may be justified, while in 
others prompt collection must be 
made to assure both collection of 
the account and the customer’s con- 
tinued patronage. Furthermore, since 
the greater part of the collections 
are made on one or two days of 
the week, the date of the accounts 
receivable schedule will alter the 
reasonableness of the balances due 
from customers. 

3efore closing I should like to 
briefly mention the subject of Bad 
Debts on _ retail and wholesale 
routes. Adequate provision should 
be made for bad debts and uncol- 
lectible accounts written off, so that 
the balance sheet may reflect only 
collectible accounts. However, bad 
debts should be credited to the route 
salesman only after careful examina- 
tion of his accounts, and investiga- 
tion and attempted collection by a 
supervisor. The record of bad debts 
written off should be maintained for 
a sufficient period after credit to the 
route salesman to insure the maxi- 
mum recovery on such accounts. 
Persistent examination of the route 
salesmen’s book to safeguard against 
overextension of credit and careful 
investigation and follow-up of un- 
collectible accounts will reduce the 
loss from bad debts to a safe mini- 
mum. 


The Milk Problem in Relation to Costs of Distribution 
By Harry L. Camp, C.P.A. 


O the end that you may have a 

better concept of the major prob- 
lems which are encountered in dairy 
industry accounting, it seems to me 
that you first must have a clear 
understanding of a few of the more 
important related problems present- 
ly being encountered in the dairy 
industry itself. It is this phase of 
the problem with which [ prefer to 
deal in the time at my disposal. For 
the purpose of ready reference I 
suggest that we refer to it as “The 
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Milk Problem Principally in Rela- 
tion to Costs of Distribution.” 

This problem is vitally important 
to two major groups—farmer and 
consumers. Consider first, the farmer. 

In New York State, milk repre- 
sents roughly 45%—($135,000,000 ) — 
of the total farm income, and in New 
Jersey roughly 29%—($28,200,000). 
For the United States, the income 
from milk in 1938 was $1,355,000,000, 
roughly 16.8% of the total farm in- 
come of over $8,000,000,000. 
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Now consider the consumer: Dairy 
products represent one-fifth of the 
average consumer’s expenditure for 
food. Milk, of course, represents, by 
far, the largest expenditure in the 
classification of dairy products. 

Milk is perhaps the most directly 
marketed food product. It is pro- 
duced on farms relatively close to 
the city consumer, and there is often 
a personal relationship between pro- 
ducers and consumers. 

Of all the milk produced in the 
United States—110,000,000,000 pounds 
last year—30% is consumed as fluid 
milk in cities and villages, and ap- 
proximately 12% on farms. The re- 
mainder, 58%, of the total milk pro- 
duced, is made into butter, cheese, 
evaporated milk, ice cream, and 
other manufactured products. 

The value of milk to a distributor 
is very closely related to its eventual 
value as expressed in ultimate con- 
sumer prices. Thus milk used in the 
manufacture of butter cannot com- 
mand as high a price as that used as 
fluid milk since the sales prices of 
butter are not sufficiently high to 
permit this. 

Inasmuch as the larger percentage 
of the total milk produced is used 
in other ways than for fluid milk, it 
stands to reason that there should be 
some relationship between the farm 
prices of fluid milk and that used in 
other ways. In this connection, the 
Agricultural Adjustment Administra- 
tion and the New York State Depart- 
ment of Agriculture and Markets 
established the following January, 
1940, base prices: 

Class 1 —for city use, i.e., fluid milk 
—$2.82 per cwt. or 6.0c 
per quart 

Class 3A—for evaporated milk—$1.61 
per cwt. or 3.4c per quart 

Class 4A—for butter manufacture— 
$1.17 per ewt. or 2.5¢ per 
quart 





I think most of you realize that 
these base prices are subject to ad- 
justment depending upon the butter- 
fat content of milk purchased and 
upon the distance from New York at 
which milk is purchased. Thus, in 
the New York area, the base price to 
the farmer for milk for city use, was 
2.6c per quart higher than it was 
in the same area for evaporated milk, 
and 3.5¢ higher than that for milk 
made into butter. All of these prices 
are fixed by government agencies. 
In New Jersey, somewhat similar 
base prices are established by the 
Milk Control Board of that State, 
resulting in similar differentials. In 
order to maintain the higher price 
to the farmer for milk used as fluid 
milk (city use) the classified method 
of selling milk was developed by the 
farmer. 

This method provides for the cal- 
culation of an average price to be 
paid for all milk purchased, this aver- 
age being the weighted result of the 
utilization in various classes of all 
milk purchased by the distributor, 
times the several class prices per 
hundredweight. This method is de- 
scribed at more length on page 12 of 
a pamphlet entitled “Is There a Milk 
Monopoly”,* which is a statement by 
Theodore G. Montague, president of 
The Borden Company, presented in 
May, 1939, to the Temporary Na- 
tional Economic Committee. Copies 
of this pamphlet have been made 
available to those present and may 
be obtained at the conclusion of this 
meeting. 

The higher price for milk for city 
use has a tendency to stimulate the 
volume of milk produced. In this 
connection I should like to refer you 
to the final paragraph on page 6 of 
the pamphlet entitled, “Understand- 
ing and Cooperation Will Solve the 
Milk Problem,”* copies of which 
have been similarly provided for 


_ *Copies of these pamphlets may be obtained by communicating with Mr. H. L. Camp, 
General Controller, The Borden Company, 350 Madison Avenue, New York. 
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your use, and may be obtained at 
the close of the meeting. 


The Costs of Distribution 

The relationship between the re- 
tail price of milk and the farm price 
is one which is under constant dis- 
cussion. Some phases of this are 
presented under the subtitle “Farm 
and Related Prices of Milk’, on page 
2 of “Is There a Milk Monopoly”. 
The proportion of the consumer’s 
dollar which is received by the pro- 
ducer is often questioned. Recent 
reports of the United States Depart- 
ment of Agriculture show that the 
producer receives 43% of consumer 
payments for dairy products, the 
sixth highest percentage in a list 
of twenty-nine food commodities. 

The price paid the farmer in the 
New York area has increased 1.1lc 
per quart since 1932, the low point 
of the depression, while the average 
selling price has increased only .77c 
because of economies which have 
been effected in the cost of getting 
milk from the farmer to the cus- 
tomer. 

In getting milk from the farm to 
the consumer in the city, many fac- 
tors come into play. The explana- 
tion of these in the New York City 
area, is found on page 3 of the 
pamphlet entitled “Understanding 
and Cooperation Will Solve the Milk 
Problem,” which shows how costs 
aggregate approximately the present 
retail price of 14%c per quart for 
Grade B milk delivered to the home 
in New York City. 

Labor is the largest factor in the 
cost of milk distribution. Home de- 
livery service requires the largest 
amount of labor and consequently 
develops the highest prices. This 
problem of the dairy industry is fully 
covered in the two pamphlets to 
which I have previously referred. 

Solution of the milk problem re- 
quires constant effort to reduce costs 
of distribution in the face of demands 
of labor, ever-increasing taxes, and 
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the necessity of continuing certain 
processing and other functions which 
are highly essential, or which may 
be required by health laws. 

This problem is made more acute 
by two complications : One—the raw 
product cost is established by outside 
agencies. Two—the sales price of 
milk and related products to con- 
sumers in the New York area is the 
subject of constant criticism. 

In order to reduce costs of dis- 
tribution, many possibilities are worthy 
of consideration, for instance: 


1. The relative advantages of cen- 
tralized country plants as contrasted 
with a widespread number of receiv- 
ing stations in country districts. 


2. The relative advantages of pas- 
teurization at city plants as con- 
trasted with pasteurization at country 
plants. 


3. The probable advantages of 
transportation of milk to the city by 
truck tank trailers as contrasted with 
shipments by railroad tank cars. 


4. The relative advantages of dis- 
tribution of fluid milk in two-quart 
paper containers, a plan recently 
adopted in the New York metropoli- 
tan area by several of the leading 
milk distributing companies. 

5. The relative advantages of few 
branches as contrasted with many. 

6. The relative advantages of motor 
trucks as compared with horse drawn 
vehicles. 

7. Various types of refrigeration, 
some of which have advantages over 
others. 

In order to have a basis for con- 
sideration of any one of the foregoing 
factors, accurate cost records are 
vital, not only to the large distribu- 
tor but to the smaller distributor 
too within the limits of his budget. 
Even the smallest distributor should 
know at all times how a policy 
change affects his cost records. 

The experience of my own com- 
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pany has been this. In giving con- 
sideration to many of these problems 
in the past, the possession of ade- 
quate cost records as to prior periods 
is invaluable in formulating decisions 
and later in measuring the results 
obtained through the adoption of 
changed operating procedures for the 
purpose of determining whether a 
revised procedure had proved to be 
economically sound or unsound. 

To provide such information as 
to costs, it appears necessary to 
maintain much statistical data on 
a per-quart or per-hundredweight 
basis. For example— 

Cost of bottles or other containers, 
including losses from breakage or 
theft. 

Processing costs. 

Transportation from country to 
city. 

Wages of route salesmen. 

Delivery and administrative ex- 
pense. 

In addition many statistics should 
be available for comparison by loca- 
tions in order that information may 
be at hand as to which locations are 
operating most efficiently. 

In conclusion, may I say that the 
marketing of milk is a complex prob- 
lem. It is not a simple problem 
to pay the arbitrarily set price for 
milk for fluid consumption. Milk 
distributors are also confronted with 
the problem of paying high wages 
and maintaining the service of home 
delivery, with its convenience for 
the customer and increased consump- 
tion of the product, against the lower 
prices and lesser service of milk 
handled through stores on a cash- 
and-carry basis. 

Milk for city use returns to the 
farmer a substantial price in com- 
parison to the price of milk for other 
uses. In comparison with the price 
of other farm products milk is priced 
to the consumer so that the con- 
sumer may receive more nutrients 
per penny expended than in most 
other foods. 
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Discussion on Dairy Industry 
Accounting 


A Member: I would like to inquire 
from Mr. Heller how Mr. Sherman’s 
company calculates the bad debt re- 
serves for route receivables. 

Mr. Samuel Heller: Originally we 
started off with a reserve of 1% on 
the net sales. After a period of two 
years we ascertained that 1% was 
excessive and we subsequently re- 
duced it to ’%. 

As Mr. Sherman stated in his 
paper, we make every effort to col- 
lect, and send out special men as 
collectors. We found that the adop- 
tion of legal methods does not pay 
inasmuch as the amounts involved 
are usually small, so after endeavor- 
ing to collect, we then write off our 
bad accounts, and find that about 
14% of the net sales is adequate. 


Chairman DeMond: I might add 
that route receivables are often looked 
at in the light of the day of the 
week. That is, if it is just before 
the collection period, the receivables 
are going to be pretty high. If it is 
just after the collection period, they 
will be fairly low. And if that trend 
is not found in the receivables on 
any route, that is the time to look 
into it. 


A Member: Is %% for accounts 
receivable based on the net sales 
prevalent throughout the entire in- 
dustry, or does that represent the 
experience of one company? 


Chairman DeMond: [| assume that 
would apply only to retail sales. 
There are two different types, the 
wholesale and the retail, in the re- 
ceivables. I would say that the 4% 
would only apply to the retail sales 
of that one company. 

A Member: In keeping cost rec- 
ords for butter, cheese and cream, 
do you actually apply the costs as 
applied to the base prices stated— 
that is, 6c for fluid milk, 2%c for 
butter, etc.? 
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Mr. Roland Wiggins: If I under- 
stand correctly, the question was— 
what was charged to the different 
products, or what would be the cost 
of the milk on the basis of the vari- 
ous prices which were read. It so 
happens that I am only engaged in 
the fluid milk type of business; we 
do not manufacture butter or cheese, 
our major products being milk and 
cream. We do not enter into the 
matter of detailed cost by all the 
products, and are not under the 
necessity of taking the milk and 
allocating it to milk and cream on 
the basis of those prices. 

If we were asked to sit down and 
compute prices of the products of 
a quart of milk, obviously we would 
take the base price and work it out; 
but we do not do that as a routine 
matter. 

Chairman DeMond: The industry 
has been somewhat of a football. 
The regulation has varied all the 
way from a laissez-faire attitude to 
the present manner of operating 
under a pretty rigid Control Board. 

When you speak of regulation and 
pricing of milk, I would like to 
commend to you the pamphlet which 
Mr. Camp was good enough to bring 
over to us. To my mind it is one 
of the best statements concerning 
the milk industry that we have, and 
I think it contains an answer to your 
question. 

The gentleman asked a question 
having to do with the classification 
price for butter. It would seem to 
me that there is no problem involved 
for the reason that a company, pur- 
chasing milk to be used in the manu- 
facture of butter, should charge in 
its accounts exactly the amount paid 
for it on the classification basis. I 
do not think there is any doubt about 
that, but I would like some “butter” 
man to state his views. 

A Member: I would like to intro- 
duce the gentleman on my left, Mr. 
Anderson, of the General Ice Cream 
Corporation. 
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Mr. L. C. Anderson: I have all 
types to contend with, not only fluid 
milk, and I will say at the outset 
that too few of the dairy companies, 
including the big ones, know what 
it costs them to deliver and sell any 
product. In order to get costs in 
the dairy industry it is necessary to 
start, basically, by charging the prod- 
uct in at the price paid for it. In 
other words, if a lower price is paid 
for milk to be used for butter, the 
lower price is charged to butter and 
the higher price to fluid milk. 

There are many more factors in- 
volved. In a composite plant that 
not only handles the fluid product 
a conglomerate mass of milk is re- 
ceived. Grade A milk is charged as 
Grade A milk at a premium price, 
but all other milk—the so-called 
Grade B, or market milk—is a con- 
glomerate mass. This other milk is 
then divided into the purposes for 
which you use it, such as condensed 
milk, evaporated milk, powder, butter, 
etc., so on down the line. 

Now in costing you have not only 
to charge that material in but follow 
through the factory the processes 
through which this conglomerate 
mass of milk goes. For instance, all 
milk, when it comes in, is weighed 
and tested. An over-all price is ap- 
plied to every single quart of milk 
received. From then on it is divided 
out from the factory, and goes through 
processes. 

Chairman DeMond: This pricing 
of milk is a pretty complicated thing 
when you are really working with 
two and sometimes three prices, par- 
ticularly under this Order No. 27, a 
subject which is too complicated to 
go into here. 


A Member: I would like to know, 
in handling milk at the various plants, 
whether the large companies main- 
tain records for both Pasteurization 
and manufacturing purposes, or do 
they combine them both? 


If the gentleman 
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means whether we keep records as 
to what happens to the milk, the 
answer is yes. 

Same Member: No, I mean is it 
prorated separately? In other words, 
there is a Pasteurization cost in 
Pasteurizing your milk. Do you 


know exactly what it costs: 


Mr. Wiggins: Yes; we know the 
cost of every part of the operation. 
No milk company which attempts 
to do business in an up-to-date way 
could afford to be in a position where 
it did not know the cost of what 
it was doing. In our organization 
we keep voluminous records, and 
probably have more cost data than 
the average company in another line 
of business. 

The impression that the milk com- 
panies do not know their costs and 
are charging prices for their prod- 
ucts which are not justified is quite 
erroneous. I am not going to take 
the time tonight to offer a lengthy 
defense, but neither would I want to 
leave the impression that the milk 
companies do not know what they 
are doing, nor what their costs are. 
They are not charging the public 
all that the traffic can bear, and 
they are not deserving of all the 
derogatory criticism they receive. 

As a member of a milk company 
for some fifteen years I know that 
many of these criticisms do not have 
any basis. As evidence I might cite 
the fact that numerous investiga- 
tions, surveys and studies of the 
records of milk dealers have been 
made by disinterested parties, by 
Government agents, and by Certified 
Public Accountants employed by 
Government agents, and whenever 
those reports have been issued they 
have proven and corroborated the 
statements that the milk dealers 
have made. 

A few years ago a quite extensive 
investigation was made on behalf of 
the State of New York by a well 
known firm of professional account- 
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ants. Their statistics and figures 
covering the large dealers in New 
York City came out practically cent 
for cent and mill for mill with the 
very figures that we have been 
familiar with for years. However, 
when we put them out, people, who 
for one reason or another saw fit 
to criticize the milk companies, 
immediately branded them as a pack 
of lies simply because they were 
issued by the companies who were 
selling milk. In other words, the 
facts themselves have been made 
available to the public, but certain 
people have, for their own purposes, 
sought to make the public believe 
otherwise. 


Chairman DeMond: I think Mr. 
Wiggins refers to the report that 
was made in connection with the 
so-called “Pitcher Investigation”. 


Mr. Wiggins: That was an earlier 
one, made about 1933. Since then, 
about three years ago, an investiga- 
tion was made for the State of New 
York, for which the Legislature ap- 


propriated $50,000. 


Chairman DeMond: That later 
report bears out the fact that the 
milk distributors do know their 
costs. It was a very detailed report 
which was prepared in advance of 
passing the Rodgers-Allen Act. 

A Member: As we were told in 
the first paper, the accounts receiv- 
able of a milk company represents 
many accounts of small items— 
several hundred thousand, perhaps, 
in a good sized milk company—each 
for $1 or more, which never run 
very high. I think it might be in- 
teresting to discuss the way in 
which these accounts would be veri- 
fied by an accountant making an 
examination, and the procedures 
that should be followed under the 
“Extensions of Auditing Procedure”, 
as well as those contemplated in 
the verification of a milk inventory. 
You have pointed out the speed with 
which milk flows; it might be inter- 
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esting to find out just how an ac- 
countant can verify it. 

Chairman DeMond: Mr. Heller, 
how would you go about verifying 
route receivables? As I recall, the 
paper referred to mentions that the 
companies themselves get at them 
by having inspectors go around with 
the drivers and test out the books. 

Mr. Heller: My own procedure 
in verifying the accounts receivable 
is probably the same as Mr. Sherman 
has described. It would be very 
difficult for an accountant making 
a monthly or periodic audit to verify 
the accounts receivable by outside 
confirmation. I do not think the 
client, the bank or anybody else 
would expect the accountant to 
knock at 2,000, 5,000 or 20,000 house- 
wives’ doors asking them whether 
their accounts are correct as of that 
date. 

The practice we usually follow is 
that the milk company keeps a 
ledger account with the driver; the 
company is not interested in the 
individual customer. We have a so- 
called “Drivers’ Ledger’, so that at 
all times we know what the driver 
owes us, as represented by the ac- 
counts receivable in this book. 

Every day, or every week, some- 
body in authority usually goes through 
these books and looks at the bal- 
ances. If this supervisor thinks that 
the outstanding is too high, the 
driver has to explain. If the super- 
visor feels that this account is padded, 
somebody immediately goes out to 
check up. 

I do not believe it is the account- 
ant’s job to check on the accounts 
receivable. Occasionally, however, 
we used to classify these accounts 
by dividing them into different cap- 
tions such as “Weekly Accounts”, 
“Monthly Accounts’, accounts that 
seem to have been stopped, accounts 
that are paying occasionally. They 
were then submitted to the execu- 
tives and explanations were asked 
for. 
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Chairman DeMond: [I think that 
from the point of view of an auditor 
there is so much volume that it can 
be only a question of sampling or 
testing. The auditor could take a 
route book and see what accounts 
that particular route controlled. He 
might examine the aging which the 
company has made of the balances. 
gut, after all, the risk is spread 
widely in the receivables of a milk 
company, and if route controls are 
out of line they show up pretty 
quickly. 

Another factor which Mr. Sher- 
man’s paper brought out is that to 
some extent the companies are pro- 
tected against loss through deposits 
which are taken from the drivers. 

Mr. L. C. Anderson: I have been 
on the public accounting side of the 
fence and am now in the private 
field, and I disagree with the account- 
ant that he has any business look- 
ing at any of these individual ac- 
counts, for this reason: 

The statement has been made that 
there is an account on your ledger 
with the driver. That driver is 
bonded; he is responsible for that 
amount to the company, not to the 
individual people—the latter are re- 
sponsible to him. Therefore, an audi- 
tor’s job is to see that this amount 
is protected as far as the company 
is concerned, which should be veri- 
fication enough of accounts receiv- 
able from the public accountant’s 
standpoint for the purpose of certify- 
ing to a balance sheet. 

Mr. Heller: I disagree; I think it 
should be the accountant’s job to 
take a look into these accounts, be- 
cause, in spite of the fact that the 
company has such an account with 
the driver, as a general rule the 
driver’s security deposit is only $250. 

Now it is true that the day of 
collection means a great deal. In 
New York City (and I think in 
Westchester) collections are made 
on Mondays and Tuesdays. If there 
is an outstanding amount on one of 
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these routes of $1,000 or $1,500, it 
is very possible that the driver may 
pad it for more than $250. At least, 
from my own experience, we have 
found where a driver has padded 
up to $500. I think, therefore, that 
when an accountant makes a yearly 
audit it should be his business to 
look into that phase of the accounts 
receivable. 

Mr. Anderson: On top of the cash 
bond the drivers put up, does not 
your company bonds carry over and 
above that? I know we do. 


Chairman DeMond: I do not think 
the public accountant should rely 
too much on bonds. 


Mr. W. J. Harrison: The ques- 
tion that started this discussion was 
about the extension of auditing pro- 
cedure. I think those extended pro- 
cedures were the outgrowth of a 
certain well publicized case in which 
accounts receivable and inventories 
were affected. 

With respect to the fluid milk 
business, I do not think the exten- 
sion of audit procedure was intended 
to apply to confirmation of route ac- 
counts. Neither does it affect very 
much the verification of milk inven- 
tories which are turned-over almost 
daily. It is not the practice to store 
large quantities of milk in ware- 
houses, as it would not last very 
long. Therefore, I do not think the 
problem is pertinent to the fluid milk 
industry. 


We ought to bear in mind always, 
when considering the extended audit 
procedures, that they probably do 
not apply to the milk industry, ex- 
cept possibly butter and cheese, etc., 
for which the additional verification 
of inventories and receivables might 
be important. 


Mr. Camp: In the case of a large 
distributor with thousands of routes, 
it would not be possible to bring 
enough public accountants together 
in the limited time available to 
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check those route accounts receiv- 
able. There would not be enough 
public accountants. 


Chairman DeMond: I think we 
can say that the extensions con- 
templated apply principally to the 
large inventories of manufactured 
products such as cheese, butter, and 
similar products, as well as to the 
wholesale accounts, which should be 
tested by circularization. 


A Member: Is it a part of the 
internal check to rotate the drivers 
in order to disclose the sort of pad- 
ding that Mr. Heller mentioned? 


Mr. Heller: No; ordinarily a 
driver is kept on his route unless 
there is an opening and what we 
call “bidding” for a route. But 
usually when a driver attends to his 
business he is usually kept on the 
same route. 


A Member: Is it ever the practice 
in Mr. Heller’s company to have the 
route rider who takes the return 
route attempt collections? 


Mr. Heller: As a general rule he 
does not. When the rider is on the 
route on the day of collection he 
makes the collection himself. When 
there is some suspicion about the 
driver, he is given a forced vacation, 
and the route man is put on the run 
to make the collection. 


Mr. John Heil: We have never 
found it necessary to go to any great 
lengths in verifying the accounts 
carried on the route salesmen’s 
books. We have had our accounts 
audited since about 1911 and it has 
never been found necessary. How- 
ever, we do have a special depart- 
ment for collections with men whose 
job it is to visit and check up on 
past due accounts every day. The 
cost of this department is well paid 
for in the control we establish over 
the accounts through such a proce- 
dure, which I think the auditors 
recognize in their verification of ac- 
counts receivable. 
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In the matter of the reserve, we 
establish it in a different way than 
that described by one of the other 
speakers, in that the reserve which 
we set up each month is based on 
the actual losses or actual accounts 
written off the previous year as re- 
lated to sales. 

Every year, about September, we 
make a special drive to have all 
doubtful accounts dropped, so that 
by the end of the year the books are 
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cleared of all accounts of a doubt- 
ful nature. Of course, we also re- 
view the relationship of the reserve 
to the accounts at the end of the 
year by individual branches to see 
that there is an adequate reserve. 
If a particular branch has an es- 
pecially bad loss during the year 
we may have an adequate reserve 
set up for that branch; if we find 
we do not, we make an arbitrary 
adjustment. 
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SECURITIES AND EXCHANGE 
COMMISSION 


Accounting Series—Release No. 19 
December 5, 1940 


IN THE MATTER OF 
McKesson & Rossins, INc. 


Summary of Findings and Conclusions 


This is a summary of our report on the McKesson 
& Robbins hearings held pursuant to our order of 
December 29, 1938, under Section 21 (a) of the 
Securities Exchange Act of 1934, The full report 
contains 501 pages and may be obtained from the 
Superintendent of Documents, United States Gov- 
ernment Printing Office, Washington, D. C., price 
60 cents. 

The order for the hearings was based upon evi- 
dence that the information set forth in the registra- 
tion statement and annual reports of McKesson & 
Robbins, Incorporated, especially the financial state- 
ments and schedules included therein which were 
prepared and certified by Price, Waterhouse & Co., 
was materially false and misleading. We stated our 
purpose to be to determine: 


(1) the character, detail and scope of the audit 
procedure followed by Price, Waterhouse & Co. 
in the preparation of the financial statements 
included in the said registration statement and 
reports; 


(2) the extent to which prevailing and gen- 
erally accepted standards and requirements of 
audit procedure were adhered to and applied by 
Price, Waterhouse & Co. in the preparation of 
the said financial statements; and 

(3) the adequacy of the safeguards inhering in 
the said generally accepted practices and prin- 
ciples of audit procedure to assure reliability and 
accuracy of financial statements. 


As directed, hearings commenced on January 5, 
1939 and continued, with some necessary adjourn- 
ments, through April 25, 1939. Throughout the 
hearings Price, Waterhouse & Co. were represented 
by counsel, as were all witnesses who desired coun- 
sel. Opportunity was accorded such counsel to ex- 
amine witnesses called by the Commission and to 
call their own witnesses. In all, 46 witnesses were 
examined, Of these, 9 were partners and employees 
of Price, W aterhouse & Co.; 12 were accountants 
of other firms called to testify as experts; 1 repre- 
sented the Controllers Institute of America and 1 
the American Institute of Consulting Engineers; 2 
were from S. D. Leidesdorf & Co., accountants for 
the Trustee of McKesson & Robbins ; 1 was a per- 
son who prepared many of the fictitious documents ; 
8 were employees of McKesson & Robbins ; 11 were 
McKesson directors ; and the last was a Commission 
investigator, who was called to identify certain docu- 
ments. Throughout, Price, Waterhouse & Co., the 
witnesses, and their counsel extended the fullest co- 
operation in facilitating the conduct of the proceed- 
ings. The record of the public hearings is contained 
in 4587 pages of testimony and 285 exhibits com- 
prising in excess of 3000 pages. Copies of the draft 
of the full report were submitted to Price, Water- 
house & Co. and their counsel, and their ‘criticism 


and brief thereon wer: considered by the Commis- 
sion before issuing this report. 

The full report based upon the testimony and the 
exhibits and our study of recognized authoritative 
works on auditing consists of five sections in the 
text and five appendices as follows: 

Section I, A summary of our findings and con 
clusions ; 

Section II. A brief statement reciting the man- 
ner in which the fraud came to the attention of the 
public and this Commission; 

Section III. A description of the manner in 
which the manipulation of the accounts of McKesson 
& Robbins was carried out by Coster-Musica and 
his associates ; 

Section IV. A description of the audit conducted 
by Price, Waterhouse & Co. ; 

“Section V. Our conclusions as to the Price, 
Waterhouse & Co. audit of McKesson & Robbins, 
Incorporated, and as to the adequacy of the safe- 
guards inhering in generally accepted auditing prac- 
tices ; 

Appendix A. A brief summary of action taken 
subsequent to the discovery of the fraud by ac- 
counting organizations and others interested in the 
work of independent public accountants ; 

Appendix B. A comparison of those sections of 
the English Companies Act of 1929 dealing with 
appointment of auditors and Horace B. Samuel’s 
suggested amendments to those sections of that Act; 

Appendix C. Our order for public hearings in 
this matter; 

Appendix D. A list of all witnesses who testified, 
with the page numbers of their testimony ; 

Appendix E. A description of all exhibits intro- 
duced in the hearings. 


A. SUMMARY OF PRINCIPAL FACTS 


The securities of McKesson & Robbins, Incorpo- 
rated (Maryland) were listed and traded on the 
New York Stock Exchange and registered under 
the Securities Exchange Act of 1934. Financial 
statements of the Corporation and its subsidiaries 
for the year ended December 31, 1937 (the last 
before the disclosure of the fraud hereinafter de- 
scribed) certified by Price, Waterhouse & Co., filed 
with this Commission and the New York Stock 
Exchange, and issued to stockholders reported total 
consolidated assets in excess of $87,000,000. Ap- 
proximately $19,000,000 of these assets are now 
known to have been entirely fictitious. The fictitious 
items consisted of inventories, $10,000,000; accounts 
receivable, $9,000,000; and cash in bank. $75,000; 
and arose out of the operation at the Bridgeport 
offices of a wholly fictitious foreign crude drug busi- 
ness shown on the books of the Connecticut Divi- 
sion of McKesson & Robbins, Incorporated (Mary- 
land) and McKesson & Robbins, Limited (Canada), 
one of its subsidiaries. For the year 1937, fictitious 
sales in these units amounted to $18,247, 020. 60 on 
which fictitious gross profit of $1,801,390.60 was 
recorded. At the time of the exposure of the fraud 
on or about December 5, 1938 the fictitious assets 
had increased to approximately $21,000,000. 

The fraud was engineered by Frank Donald 
Coster, president of McKesson & Robbins since 
its merger with Girard & Co., Inc. in November 
1926. In reality Coster was Philip M. Musica who, 
under the latter name, had been convicted of com- 
mercial frauds. In carrying out the fraud Coster, 
in the later years, was assisted principally by his 


1 A list of all witnesses who testified, with the page numbers of their testimony, is appended to this report. 





The testimony of the accountants called as experts and statements by representatives of the Controllers 
Institute of America and the American Institute of Consulting Engineers have been printed and may be 
obtained from the Superintendent of Documents, United States Government Printing Office, Washington, 
D. C. (/n the Matter of McKesson & Robbins, Inc., Testimony of Expert Witnesses, Price 65 cents.) 
The remaining testimony, in mimeographed form, is ‘available for public inspection at the W ashington, 
New York, and Chicago Offices of the Commission. Transcripts of any portion thereof may be obtained 
from Smith & Hulse, Official Reporters, 1742 K Street, N. W. Washington, D. C., at 35 cents per page. 

A list of all exhibits introduced in the hearings is also appended to this report. Photocopies of any of the 
exhibits may be obtained from the Securities and Exchange Commission, 1778 Pennsylvania Avenue, 
Washington, D. C. at the following rates per photocopy, whether several copies of a single “original page or 
one or more copies of several original pages are ordered: 10 cents per photocopy of each page, for all copies 
up to and including 100 pages in a single order; 7 cents per photocopy of each page, for all copies over 100 
in a single order. 
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three brothers: George E. Dietrich, assistant treas- 
urer of the Corporation, who was in reality George 
Musica; Robert J. Dietrich, head of the shipping, 
receiving, and warehousing department of McKesson 
& Robbins at Bridgeport, Connecticut, who was in 
reality Robert Musica; and George Vernard, who 
was in reality Arthur Musica and who managed 
the offices, mailing addresses, bank accounts an 
other activities of the dummy concerns with whom 
the McKesson Companies supposedly conducted the 
fictitious business. 

To accomplish the deception, purchases were pre- 
tended to have been made by the McKesson Com- 
panies from five Canadian vendors, who thereafter 
purportedly retained the merchandise at their ware- 
houses for the account of McKesson. Sales were 
pretended to have been made for McKesson’s ac- 
count by W. W. Smith & Company, Inc. and the 
goods shipped directly by the latter from the 
Canadian vendors to the customers. Payments for 
goods purchased and collections from customers for 
goods sold were pretended to have been made by 
the Montreal banking firm of Manning & Company 
also for the account of McKesson. W. W. Smith & 
Company, Inc., Manning & Company, and the five 
Canadian vendors are now known to have been 
either entirely fictitious or merely blinds used by 
Coster for the purpose of supporting the fictitious 
transactions. 

Invoices, advices, and other documents prepared 
on printed forms in the names of these firms were 
used to give an appearance of reality to the fictitious 
transactions. In addition to this manufacture of 
documents, a series of contracts and guaranties with 
Smith and Manning and forged credit reports on 
Smith were also utilized. The foreign firms to 
whom the goods were supposed to have been sold 
were real but had done no business of the type 
indicated with McKesson. 

The fictitious transactions originated early in the 
life of Girard & Co., Inc., Coster’s predecessor con- 
cern, incorporated on January 31, 1923 and increased 
until they reached the proportions mentioned above. 
The manner of handling the transactions described 
above was the one in vogue since the middle of 
1935. Prior to that time the fictitious goods were 
supposed to have been physically received at and 
reshipped from the Bridgeport plant of McKesson. 
And prior to 1931 McKesson made actual cash 
payments directly for the fictitious purchases, which 
at that time were supposed to have been made from 
a group of domestic vendors, but recovered a large 
part of this cash purportedly as collections on the 
fictitious sales. The change from using actual cash 
to the supposed clearance through Manning & Com- 
pany was not effected abruptly but for some time 
after 1931 both systems were used. The Canadian 
vendors, however, were used only in connection 
with the Manning clearance system. From the 
report of the accountant for the Trustee in reor- 
ganization of McKesson & Robbins, Incorporated, 
it appears that out of an actual cash outgo from 
the McKesson Companies in connection with these 
fictitious transactions of $24,777,851.90 all but $2,- 
869,482.95 came back to the McKesson Companies 
in collection of fictitious receivables or as cash trans- 
fers from the pretended bank of Manning & Com- 
pany. 


B. SUMMARY OF CONCLUSIONS AS 
TO INDIVIDUAL AUDITING 
PROCEDURES 


Our conclusions as to the individual auditing pro- 
cedures are developed in detail in section V of our 
report. The full discussion of each topic should be 
consulted for the basis and complete statement of 
the conclusions which we here summarize. 


1. Appointment and Responsibility of Auditors; 
Determination of the Scope of the Engagement 
All appointments of Price, Waterhouse & Co. as 

auditors for Girard & Co., Inc. and the successor 

McKesson Companies were made by letter from 

Coster or the comptroller, McGloon, near the close 

of the year to be audited. The testimony of the 
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directors is that with rare exceptions members of 
the board had no part in arranging for the audit 
and did not know the content either of the letters 
of engagement or of the long form report addressed 
to Coster, in which the character of the work was 
set forth, 

While the appointment of Price, Waterhouse & 
Co. and the method of determining the scope of 
the engagement in this case was in accord with gen- 
erally accepted practice, we do not feel that it in- 
sures to the auditor, in all cases, that degree of 
independence which we deem necessary for the pro- 
tection of investors. Adoption of the following pro- 
gram, we feel, would aid materially in correcting 
present conditions: 

1. Election of the auditors for the current year 
by a vote of the stockholders at the annual meet- 
ing followed immediately by notice to the auditors 
of their appointment. 

2. Establishment of a committee to be selected 
from non-officer members of the board of directors 
which shall make all company or management 
nominations of auditors and shall be charged with 
the duty of arranging the details of the engagement. 

3. The certificate (sometimes called short-form 
report or opinion) should be addressed to the 
stockholders. All other reports should be addressed 
to the board of directors, and copies delivered by 
the auditors to each member of the board. 

4. The auditors should be required to attend 
meetings of the stockholders at which their report 
is presented to answer questions thereon, to state 
whether or not they have been given all the in- 
formation and access to all the books and records 
which they have required, ancl to have the right 
to make any statement or explanation they desire 
with respect to the accounts. 

5. If for any reason the auditors do not com- 
plete the engagement and render a report thereon, 
they shall, nevertheless, render a report on the 
amount of work they have done and the reasons 
for non-completion, which report should be sent 
by the company to all stockholders. 

In approaching his work with respect to com- 
panies which file with us or in which there is a 
large public interest, the auditor must realize that, 
regardless of what his position and obligations 
might have been when reporting to managers or 
to owner-managers, he must now recognize fully 
his responsibility to public investors by including 
the activities of the management itself within the 
scope of his work and by reporting thereon to in- 
vestors, The adoption of a program such as that 
outlined above should serve to secure recognition 
of these newly emphasized obligations of the auditor 
to public investors. 


2. Organization and Training of Staff 

We have found that there is great similarity 
among accounting firms in the organization of the 
staff and assignments to engagements. We deplore, 
as do accounting firms, the necessity for recruiting 
large numbers of temporary employees during a very 
short busy season. This condition and the lack of 
training in the firm’s methods which it ordinarily 
entails are inimical to attaining the best results 
from the auditors’ services. A major improvement 
in this condition could be made by the general 
adoption by corporations of the natural business 
year for accounting purposes. The recruiting of 
temporary employees was more aggravated in Price, 
Waterhouse & Co. than in other comparable firms 
whose representatives testified as experts. This 
situation, coupled with the fact that Price, Water- 
house & Co. had a higher ratio of both permanent 
and peak staff per partner than other firms, leads 
us to the conclusion that Price, Waterhouse & Co. 
partners could not have given adequate attention to 
the training, development, and supervision of their 
staff 

3. Investigation of New Clients 

The facts of this case suggest that for new and 
unknown clients some independent _ investigation 
should be made of the company and of its principal 
officers prior to undertaking the work. Such an 
inquiry should provide a valuable background for 
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interpreting conditions revealed during the audit or, 
in extreme cases, might lead to a refusal of the 
engagement, 


4. Review of the Client’s System of Internal Check 
and Control 


We are convinced by the record that the review 
of the system of internal check and control at the 
Bridgeport offices of McKesson & Robbins was car- 
ried out in an unsatisfactory manner. The testi- 
mony of the experts leads us to the further conclu- 
sion that this vital and basic problem of all audits 
for the purpose of certifying financial statements 
has been treated in entirely too casual a manner 
by many accountants. Since in examinations of 
financial statements of corporations whose securi- 
ties are publicly owned the procedures of testing 
and sampling are employed in most cases, it appears 
to us that the necessity for a comprehensive knowl- 
edge of the client’s system of internal check and 
control cannot be overemphasized. 


5. Cash 


The record is clear that the cash work performed 
on this engagement by Price, Waterhouse & Co. 
conformed in scope to the then generally accepted 
standards of the profession. It is equally clear to 
us that prior to this case many independent public 
accountants depended entirely too much upon the 
verification of cash as the basis for the whole audit- 
ing program and hence as meng proof of the 
authenticity of all transactions. Where, as here, 
during the final three years of the audit, physical 
contact with the operations of a major portion of 
the business was limited to examination of supposed 
documentary evidence of transactions carried on 
completely offstage through agents unknown to the 
auditors save in connection with the one engage- 
ment, it appears to us that the reliability of these 
agents must be established by completely independ- 
ent methods. Confirmation of the bank balance 
under these circumstances was proven in this case 
to be an inadequate basis for concluding that all the 
transactions were authentic. 


6. Accounts Receivable 


Viewed as a whole the audit program for ac- 
counts receivable as used by Price, Waterhouse & 
Co. conformed to then generally accepted proce- 
dures for an examination of financial statements 
although confirmation of the accounts was not in- 
cluded in the program. The facts of this case, 
however, demonstrate the utility of circularization 
and the wisdom of the profession in subsequently 
adopting confirmation of accounts and notes receiv- 
able as a required procedure ‘“‘* * * wherever prac- 
ticable and reasonable, and where the aggregate 
amount of notes and accounts receivable represents 
a significant proportion of the current assets or of 
the total assets of a concern * * *. 


7. Intercompany Accounts 


The record indicates that it is not enough for 
auditors to reconcile intercompany balances an 
that valuable insight into the company’s manner 
of doing business may be gained by a review of the 
transactions passed through such accounts during 
the year. Best practice we believe requires the 
latter procedure. In this case the recommended pro- 
cedure, although employed to some extent, was not 
applied in a thoroughgoing and penetrating manner. 


8. Inventories 


Price, Waterhouse & Co.’s audit program for the 
verification of inventories was essentially that which 
was prescribed by generally accepted auditing prac- 
tice for the period. However, we find that a sub- 
stantial difference of opinion existed among account- 
ants during this time as to the extent of the audi- 
tors’ duties and responsibilities in connection with 
physical verification of quantities, quality, and con- 
dition. Price, Waterhouse & Co., in common with 
a substantial portion of the profession, took the 
position that the verification of quantities, quality, 
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and condition of inventories should be confined to 
the records, There was, however, a substantial body 
of equally authoritative opinion which supported the 
view, which we endorse, that auditors should gain 
physical contact with the inventory either by test 
counts, by observation of the inventory taking, or 
by a combination of these methods. Meticulous 
verification of the inventory was not needed in this 
case to discover the fraud. We are not satisfied, 
therefore, that even under Price, Waterhouse & 
Co.’s views other accountants would condone their 
failure to make inquiries of the employees who 
actually took the inventory and to determine by 
inspection whether there was an inventory as repre- 
sented by the client. We commend the action of 
the profession in subsequently adopting, as normal, 
procedures requiring physical contact with clients’ 
inventories, 





9. Other Balance Sheet Accounts 


a. The testimony in respect to the auditing of 
plant accounts suggests that some accountants, in- 
cluding Price, Waterhouse & Co., could, with ad- 
vantage, devote more attention to physicz al inspec- 
tion than has been general practice with them in 
the past. 

b. The work in respect to liabilities was in ac- 
cord with generally accepted practice but suggests 
the desirability of independent inquiry when large 
purchases are made from a very few otherwise un- 
known suppliers. 

c. The record demonstrates the necessity of a 
thorough understanding of the client’s tax situation 
which apparently was not obtained by Price, Water- 
house & Co. in regard to the application of the 
Canadian law. 


10. Profit and Loss Accounts 


We are of the opinion that such analyses of profit 
and loss accounts as were made were applied to 
improper combinations of departments with the re- 
sult that significant relationships were concealed. 
It is our conclusion that the independent account- 
ant is derelict in his duty if he does not insist upon 
having proper analyses available for his review. It 
is our opinion that best practice supports this view. 


11. The Wholesale Houses 

It must be emphasized again that although the 
bulk of this report deals with the two units in which 
the fraud occurred, which were under the direct 
charge of the Company’s principal officer, some 
material bearing on the work in the other units, 
mostly wholesale houses, was introduced at the 
hearings. As to this portion of the audit, which 
constituted the larger part of the Price, W aterhouse 
& Co. engagement, covering for 1937 approximately 
70% of the reported assets and 85% of the net 
pn and which occupied approximately 97% of the 
auditors’ time, it appears that the work in these 
other units was carried out in a thorough fashion 
in accordance with generally accepted auditing prac- 
tice prevailing during the periods involved, includ- 
ing limited inspections of inventories but no con- 
firmation of accounts and notes receivable. 


12. Review Procedure 

The mechanics of the review procedure as carried 
out by Price, Waterhouse & Co. on this engage- 
ment were substantially the same as those of the 
majority of accounting firms. However, it is our 
opinion that the partner in charge in this case was 
not sufficiently familiar with the business practices 
of the industry in question and was not sufficiently 
concerned with the basic problems of internal check 
and control to make the searching review which an 
engagement requires. 


13. The Certificate 
The form of certificate used by Price, Waterhouse 
& Co. conformed to generally accepted practice dur- 
ing the period of the Girard-McKesson engagement. 
We are of the opinion that the form of the account- 
ant’s certificate should be amended to include in 
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addition to the description of the scope of the audit 
a clear certification that the audit performed was, 
or was not, adequate for the purpose of expressing 
an independent opinion in respect to the financial 
statements. If any generally accepted procedures 
are omitted these should be named together with 
the reasons for their omission. Exceptions to the 
scope of the audit or to the accounts must be clearly 
designated as “exceptions” 


14. Circumstances Available for the Auditors’ Ob- 
servation in the Procedures and Records of 
the Girard-McKesson Companies Which Might 
Have Led to the Discovery of the Fraud 


The firm of Price, Waterhouse & Co. for fourteen 
years served as independent public accountants for 
F. Donald Coster’s enterprises. Within range of 
the procedures which they followed there were 
numerous circumstances which, if they had been 
recognized and carefully investigated by resourceful 
auditors, should have revealed the gross inflation in 
the accounts. 

We can not and do not say that every one of 
the items should have been recognized by the audi- 
tors as significant and, if investigated, would have 
led to the exposure of the gross falsification of the 
financial statements. t is also quite conceivable 
that for a time many could have been and perhaps 
were explained away. We do believe, however, 
that the number of items and the period of time 
over which some of them repeated themselves gave 
ample opportunity for detection by alert and inquisi- 
tive auditors. 


Cc. CONCLUSION 


In conclusion we reproduce the summary from 
the last section of our report: 

“Our conclusion based upon the facts revealed by 
the record, the testimony of the expert witnesses, 
and the writings of recognized authorities is that 
the audits performed by Price, Waterhouse & Co. 
substantially conformed, in form, as to the scope 
and procedures employed, to what was generally 
considered mandatory during the period of the 
Girard-McKesson engagements. Their failure to dis- 
cover the gross overstatement of assets and of earn- 
ings is attributable to the manner in which the audit 
work was done. In carrying out the work they 
failed to employ that degree of vigilance, inquisitive- 
ness, and analysis of the evidence available that 
is necessary in a professional undertaking and is 
recommended in all well-known and authoritative 
works on auditing, In addition, the overstatement 
should have been disclosed if the auditors had 
corroborated the Company’s records by actual ob- 
servation and independent confirmation through pro- 
cedures involving regular inspection of inventories 
and confirmation of accounts receivable, audit steps 
which, although considered better practice and used 
by many accountants, were not considered man- 
detory by the profession prior to our hearings. 


“Price, Waterhouse & Co. maintain that a bal- 
ance sheet examination is not intended and cannot 
be expected to detect a falsification of records con- 
cealing an inflation of assets and of earnings if 
accomplished by a widespread conspiracy carried on 
by the president of a corporation, aided by others 
within and without the recognized ranks of a cor- 
poration’s operating personnel, and that no practical 
system of internal check can be devised the effective- 
ness of which cannot be nullified by criminal collu- 
sion on the part of a chief executive and key em- 
ployees. Such cases are so rare, in their opinion, 
that there is no economic justification for the 
amount of auditing work which would be required 
to increase materially the protection against it. 


“The inference to be drawn from this position 
and from statements made by others in connection 
with this case is that a detailed audit of all trans- 
actions as distinguished from an examination based 
on tests and samples would have been necessary to 
reveal the falsification. However, as we view the 
situation in this case, a detailed audit of all trans- 
actions carried out by the same staff would merely 
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have covered a larger volume of the same kinds of 
fictitious documents and transactions. While this 
might have brought under review more instances 
of what we have listed as circumstances suggesting 
further investigation, there is little ground for 
believing that this alone would have raised any 
greater question as to the authenticity of the trans- 
actions. 


“Moreover, we believe that, even in balance sheet 
examinations for corporations whose securities are 
held by the public, accountants can be expected to 
detect gross overstatements of assets and profits 
whether resulting from collusive fraud or otherwise. 
We believe that alertness on the part of the entire 
staff, coupled with intelligent analysis by experi- 
enced accountants of the manner of doing business, 
should detect overstatements in the accounts, regard- 
less of their cause, long before they assume the 
magnitude reached in this case. Furthermore, an 
examination of this kind should not, in our opinion, 
exclude the highest officers of the corporation from 
its appraisal of the manner in which the business 
under review is conducted. Without underestimat- 
ing the important service rendered by independent 
public accountants in their review of the accounting 
principles employed in the preparation of financial 
statements filed with us and issued to stockholders, 
we feel that the discovery of gross overstatements 
in the accounts is a major purpose of such an audit 
even though it be conceded that it might not dis- 
close every minor defalcation. In short, Price, 
Waterhouse & Co.’s failure to uncover the gross 
overstatement of assets and of earnings in this case 
should not, in our opinion, lead to general con- 
demnation of recognized procedures for the examina- 
tion of financial statements by means of tests and 
samples. 

“We do feel, however, that there should be a ma- 
terial advance in the development of auditing pro- 
cedures whereby the facts disclosed by the records 
and documents of the firm being examined are to 
a greater extent checked by the auditors through 
physical inspection or independent confirmation. The 
time has long passed, if it ever existed, when the 
basis of an audit was restricted to the material ap- 
pearing in the books and records. For many years 
accountants have in regularly applied procedures 
gone outside the records to establish the actual exist- 
tence of assets and liabilities by physical inspection 
or independent confirmation. As pointed out repeat- 
edly in this report, there are many ways in which 
this can be extended. Particularly, it is our opinion 
that auditing procedures relating to the inspection of 
inventories and confirmation of receivables, which, 
prior to our hearings, had been considered "optional 
steps, should, in accordance with the resolutions al- 
ready adopted by the various accounting societies, be 
accepted as normal auditing procedures in connec- 
tion with the presentation of comprehensive and de- 
pendable financial statements to investors. 


“We have carefully considered the desirability of 
specific rules and regulations governing the auditing 
steps to be performed by accountants in certifying 
financial statements to be filed with us. Action has 
already been taken by the accounting profession 
adopting certain of the auditing procedures consid- 
ered in this case. We have no reason to believe at 
this time that these extensions will not be maintained 
or that further extensions of auditing procedures 
along the lines suggested in this report will not be 
made. Further, the adoption of the specific recom- 
mendations made in this report as to the type of 
disclosure to be made in the accountant’s certificate 
and as to the election of accountants by stockholders 
should insure that acceptable standards of auditing 
procedure will be observed, that specific deviations 
therefrom may be considered in the particular in- 
stances in which they arise, and that accountants 
will be more independent of management. Until 
experience should prove the contrary, we feel that 
this program is preferable to its alternative—the 
detailed prescription of the scope of and procedures 
to be followed in the audit for the various types of 
issuers of securities who file statements with us— 
and will allow for further consideration of varying 
audit procedures and for the development of differ- 
ent treatment for specific types of issuers.” 
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Securities and Exchange Commission 
Accounting Release No. 20 
December 20, 1940 


The Securities and Exchange 
Commission today announced the 
adoption of an amendment to Note 
5 to Rule 12-16 of Regulation S-X 
so as to make it clear that such note 
is designed to require information as 
to the aggregate amount of the ren- 
tals on an annual basis. Regulation 
S-X governs the form and content 
of financial statements required to 
be filed on Form A-2 under the 
Securities Act of 1933 and most of 
the forms promulgated under the 
Securities Exchange Act of 1934. 

The text of the Commission’s ac- 
tion follows: 

The Securities and Exchange 
Commission, acting pursuant to au- 
thority conferred upon it by the 
Securities Act of 1933, particularly 
Sections 7 and 19 (a) thereof, and 


the Securities Exchange Act of 1934, 
particularly Sections 12, 13, 15 (d), 
and 23 (a) thereof, and finding such 
action necessary and appropriate in 
the public interest and for the pro- 
tection of investors, and necessary 
for the execution of the functions 
vested in it by the said Acts, hereby 
amends Note 5 to Rule 12-16 of 
Regulation S-X by inserting the 
word “annual” immediately follow- 
ing the word “aggregate” in the 
second sentence of such footnote. As 
amended, the note reads as follows: 


5 State rents and royalties sepa- 
rately if either amount is signifi- 
cant. If significant in amount, 
state the aggregate annual amount 
of the rentals upon all real prop- 
erty now leased to the person and 
its subsidiaries for terms expiring 
more than three years after the 
date of filing, and the number of 
such leases. If the rentals are 
conditional, state the minimum 
annual amount. 
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LOOKS UNDER THE HOOD 


7. automobile buyer usually knows only what 
results he wants from his car. It is the expert who 


knows how those results are best produced. 


Business, too, knows the resw/ts it wants. But it depends 
on experts to know which method of producing those 
results is most dependable, which system the fastest 


and cheapest. 


In Business Finance, that expert is the accountant. 
To help accounting specialists, we are arranging, the 
entire week of February 10-15, a most complete exhibit 
of machine systems by which business management can 


get the results it wants. 


Every major type of accounting problem, simple and 
complex, for every line of business, will be demon- 
strated, in the expectation that it will add to your 


knowledge of what is “under the hood.” 


A word by letter or telephone that you would like to 


attend will bring an invitation. 


40 ROCKEFELLER PLAZA 





Daily from 1 to 9 P.M., February 10-15, inclusive 
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A practical way 
to reduee office 


costs in I9DAI 


During 1941 business will be faced 
with an increased demand for re- 
ports and statistics. 








It is therefore important to con- 
sider suggestions for getting es- 
sential information with direct-to- 
the-answer methods. Burroughs 
representatives offer their experi- 
ence and technical knowledge of 
machines, applications and pro- 
cedures for lowering costs. 


This service is available to you— 
there’s no obligation. Call or 


write— 
Burroughs Adding Machine Co. 
219 Fourth Avenue ALgonquin 4-6350 
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